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The Dead Parrot of Mainstream Economics 
Steve Keen  
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You may post comments on this paper at  
http://rwer.wordpress.com/comments-on-rwer-issue-no-104/ 

 

 

 

 

The legendary English comedy show Monty Python had a famous sketch about the disgruntled 

customer of a pet shop, who realised he had been sold a dead Parrot. The shopkeeper steadfastly 

refused to admit that the Parrot was dead: 

 

CUSTOMER: I wish to complain about this parrot what I purchased not half an hour 

ago from this very boutique. 

 

SHOPKEEPER: Oh yes, the, uh, the Norwegian Blue … What's, uh … What's wrong 

with it? 

 

CUSTOMER: I'll tell you what's wrong with it, my lad. 'E's dead, that's what's wrong 

with it! 

 

SHOPKEEPER: No, no, 'e's uh, …  he's resting. 

 

CUSTOMER: Look, my lad, I know a dead parrot when I see one, and I'm looking at 

one right now. 

 

SHOPKEEPER: No no, he's not dead, he's, he's restin'! … 

 

 

  

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
http://rwer.wordpress.com/comments-on-rwer-issue-no-104/
https://www.montypython.com/
https://www.youtube.com/watch?v=vnciwwsvNcc
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This sketch came to mind for me when I was alerted to a blog post by Gregory Mankiw, the author of 

one of the world's most popular economics textbooks. Mankiw’s post showed that Monty Python’s 

fictional shopkeeper is an amateur, compared to economists, when it comes to pretending that 

something which is dead is actually alive and well. 

 

The Dead Parrot in question is the “Money Multiplier”: the theory that banks create money by lending 

out reserves. It’s also called “Fractional Reserve Banking”. And it’s also a myth: worse than merely 

being dead, it has in fact never existed, except as a fairy story that one generation of economists passes 

down to another. 

 

 
The Money Multiplier Fairy Story 

 

The 6th edition of Mankiw’s Macroeconomics textbook (there’s now a 9th edition, but I’m not about to 

waste money buying a dead parrot) passes on the Money Multiplier Fairy Story by telling students to 

consider “an imaginary economy” in which the money supply is initially $100 in cash. Then, the 

population deposits all that cash in “First National Bank”. The money supply now consists of $100 in 

bank deposits, while all the cash is in the vault of First National Bank. Next First National Bank decides 

to make loans, so it lends out $90 in cash. The money supply now consists of $100 in demand deposits 

and $90 in cash. Mankiw declares that: 

 

The depositors still have demand deposits totaling $100, but now the borrowers hold 

$90 in currency. The money supply (which equals currency plus demand deposits) 

equals $190. Thus, when banks hold only a fraction of deposits in reserve, banks create 

money. (Mankiw 2012, p. 333) 

 

The process then repeats, with the loan recipients depositing their $90 in cash in another bank, which 

also hangs on to 10% of the cash ($9) and lends out the rest ($81), also in cash. Mankiw explains that: 

The process goes on and on. Each time that money is deposited and a bank loan is made, more money 

is created… The amount of money the banking system generates with each dollar of reserves is called 

the money multiplier…  

 

The money multiplier is the reciprocal of the reserve ratio. If R is the reserve ratio for 

all banks in the economy, then each dollar of reserves generates 1/R dollars of money. 

In our example, R = 1/10, so the money multiplier is 10. (Mankiw 2012, p. 334) 

 

There are numerous problems with this as a model of bank money creation, not the least of which is 

that it only works if all loans are in cash (a point that Mankiw at least notes). Though that may have 

been the case in the 19th century Wild West, today, banks make loans by increasing a customer’s 

deposit account, and recording precisely the same sum as a debt of the customer to the bank. We pay 

businesses electronically, we swipe credit cards when shopping. No cash is involved, and nor are bank 

reserves “lent out”, at any stage of this process, to anything other than other banks. 

 

Non-mainstream economists like me and my contemporaries and predecessors in Post-Keynesian and 

Ecological economics have been trying to kill this false theory for decades—see these references for a 

sample of the anti-Money-Multiplier literature over the last century (Moore 1979, 1983; Dymski 1988; 

Graziani 1989; Minsky, Nell, and Semmler 1991; Minsky 1993; Keen 1995; Dow 1997; Werner 1997; 

Rochon 1999; Palley 2002; Fontana and Realfonzo 2005; Carney 2012; Fullwiler 2013; Werner 2014; 

Schumpeter 1934; Holmes 1969; Moore 1988; Fisher 1933; Keen 2014, 2015, 2021; Soddy 1934, 1922; 

Godley 1999, 2004a, 2004b). 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://gregmankiw.blogspot.com/
https://www.amazon.com/Principles-Macroeconomics-MindTap-Course-List/dp/0357133498/
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But we’re used to being ignored. Mainstream economists reject our papers when we submit them to 

their journals, and they never read our journals or books. We were resigned to being correct, but not 

taken seriously at the same time. 

 

 

A Fairy Godmother Appears! 

 

Then a miracle occurred: maybe Fairy Stories weren’t all myths after all! ‘The Old Lady of Threadneedle 

Street’ as The Bank of England is known, turned into the Fairy Godmother of Economic Realists when 

she published a paper that supported our analysis, and rubbished the mainstream myths. Entitled 

“Money creation in the modern economy”, the paper opened with the declaration that: 

 

Money creation in practice differs from some popular misconceptions — banks do not 

act simply as intermediaries, lending out deposits that savers place with them, and nor 

do they ‘multiply up’ central bank money to create new loans and deposits. (McLeay, 

Radia, and Thomas 2014, p. 14. Emphasis added) 

 

It took direct aim at textbook writers like Mankiw, with the statement that: 

 

The reality of how money is created today differs from the description found in 

some economics textbooks: 

 

• Rather than banks receiving deposits when households save and then lending 

them out, bank lending creates deposits. 

 

• In normal times, the central bank does not fix the amount of money in 

circulation, nor is central bank money ‘multiplied up’ into more loans and 

deposits.” (McLeay, Radia, and Thomas 2014, p. 14. Emphasis added) 

 

I remember how much this paper excited me when it first came out: surely the textbook writers couldn’t 

ignore the Bank of England? I felt a similar thrill in 2017, when the Bundesbank came out with a very 

compatible paper, in which it declared that: 

 

It suffices to look at the creation of (book) money as a set of straightforward accounting 

entries to grasp that money and credit are created as the result of complex interactions 

between banks, non-banks and the central bank. And a bank’s ability to grant loans 

and create money has nothing to do with whether it already has excess reserves 

or deposits at its disposal. (Deutsche Bundesbank 2017, p. 13. Emphasis added) 

 

We monetary rebels now had two central banks supporting us, and opposing the textbook writers, and 

over time, many more Central Banks joined the fray on our side. Surely now, textbook writers would be 

forced to change their tune? 

 

Well bollocks to that, as Mankiw’s post on April 5th of this year showed. Entitled “The Importance of 

Teaching Fractional Reserve Banking”, it was written as if these Central Bank refutations of the Money 

Multiplier model hadn’t been written. I certainly doubt that Mankiw has read them. 

 

In his post, Mankiw recounted a conversation with a fellow mainstream economist who “does not teach 

the students about money creation under fractional reserve banking”—not because it’s a fallacy, but 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://www.bankofengland.co.uk/quarterly-bulletin/2014/q1/money-creation-in-the-modern-economy
http://gregmankiw.blogspot.com/2023/04/the-importance-of-teaching-fractional.html
http://gregmankiw.blogspot.com/2023/04/the-importance-of-teaching-fractional.html
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because he believes it’s “an unnecessary technicality”. Mankiw then defended the false theory on the 

basis that it explains how “a lower interest rate on reserves increases bank lending and expands the 

money supply by increasing the money multiplier”, and that it’s necessary to teach “the traditional 

pedagogy about how banks influence the money supply … if students are to understand the economics 

of inflation”. 

 

“The traditional pedagogy”, as Mankiw puts it, is no more necessary for students of economics to learn 

than it is necessary for students of astronomy to learn Ptolemy’s Earth-centric view of the cosmos 

before they can understand the Copernican system. It’s a fallacy, it belongs in the garbage bin of 

science, and its continued presence in mainstream economics textbooks is a major reason why 

mainstream economists don’t understand money, or inflation, or the causes of financial crises. 

 

I’d long ago given up on persuading the mainstream to see reason on this any many other issues, but 

this ludicrous blog post by Mankiw, and the Twitter conversation initiation by Jason Furman that alerted 

me to it, was the “aha moment” for me: why even bother trying to reason with these people? They get 

hit in the face by a wet fish dose of reality, the wet fish—or Dead Parrot—is wielded by someone they 

normally listen to, and yet regardless, they cling to their fantasy. 

 

Figure 1: The tweet that alerted me to Mankiw's blog post, and my acerbic reply 

 

 

 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://twitter.com/jasonfurman/status/1644698106309771264?s=20
https://twitter.com/ProfSteveKeen/status/1644784824702361604?s=20
https://twitter.com/jasonfurman/status/1644698106309771264?s=20
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There’s just no point talking with them: they won’t listen to anything that disturbs their paradigm in any 

way. But they obviously dominate the training of economists: it’s as if the academic astronomy 

departments were still teaching students to believe in crystalline spheres, equants and epicycles, while 

Elon Musk and his rivals are using Newton’s and Einstein’s math to shoot for the stars. 

 

So, what to do? In part, my response has been to accept that critique alone won’t change economics—

though the 3rd and final edition of Debunking Economics (Keen 2011) will continue blasting these 

recalcitrant shopkeepers for selling dead parrots. My time is better spent developing an alternative 

paradigm instead (Keen 2021)—and we can use part of that work to give this Dead Parrot a decent 

burial. 

 

 

The monetary approach to economics with Minsky 

 

I have developed an Open Source system dynamics program called Minsky (freely downloadable from 

https://sourceforge.net/projects/minsky/), which uses the rules of double-entry bookkeeping to build 

models of monetary dynamics that are provably correct. This is why double-entry was invented by 

accountants in the first place—to establish that financial transactions were properly recorded.1 Minsky 

brings that certitude to economics. 

 

Minsky’s “Godley Tables”2 do this by ensuring that every transaction is recorded twice, according to the 

rule that 𝐴𝑠𝑠𝑒𝑡𝑠 − 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 − 𝐸𝑞𝑢𝑖𝑡𝑦 = 0. Putting “the Money Multiplier” into a Godley Table easily 

shows that it only works if all loans are in cash (or other negotiable instruments, like bank cheques). 

Firstly however, I’ll model real-world banking, because it’s real, it’s easy, and it obeys the rules of 

double-entry bookkeeping: a bank lends to a borrower by adding Credit dollars to the borrower’s deposit 

account, and simultaneously recording that the borrower’s debt to the bank has increased by Credit 

dollars—see Figure 2. 

 

Figure 2: Real world lending – Loan and Deposit increase by precisely the same amount 

 

 

 

 

In contrast, the “Money Multiplier” model of money creation is complicated, and conditional on all loans 

being in cash. If you try to show Reserves going down—which must happen if you are “lending from 

Reserves”—then you can’t show Deposits going up without violating the rule that 𝐴𝑠𝑠𝑒𝑡𝑠 − 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 −

𝐸𝑞𝑢𝑖𝑡𝑦 = 0. Minsky informs you that you’re broken this rule in its 𝐴 − 𝐿 − 𝐸 column (see Figure 3.) 

 

  

 
1 This isn’t to say that accounting fraud doesn’t exist—clearly it does—but to commit it, you have to keep two sets 

of books, one where the fraud is recorded and the other where genuine transactions are maintained. 

2 Named in honour of Wynne Godley: see (Godley 1999, 2004a, 2004b). 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://sourceforge.net/projects/minsky/
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Figure 3: Money Multiplier Fallacy 1 

 

 

 

 

You can “Lend from Reserves” and obey the laws of accounting if Reserves go down and Loans go up 

at the same time—but then, how does the borrower get the money? The only method that works is that 

the loan has to be in cash, in which case you need to use two tables—one for the bank, the other for 

the borrower—to record the loan adequately (see Figure 4). 

 

Figure 4: Money Multiplier Fallacy 02 

 

 

 

 

To simulate the “Money Multiplier”, you have to start with the non-bank public having cash, which it then 

deposits over time into the banking system, and the banking system responds by lending a fraction of 

this cash out again—the fraction being one minus the “Required Reserve Ratio”. Then, hey presto, you 

get money creation via the “Money Multiplier”. 

 

I hesitate to show this, because, knowing how bad Neoclassical pedagogy is, I fully expect to see my 

model turning up in some Neoclassical textbook one day, as an explanation of the “Money Multiplier”, 

when in fact I’m rubbishing the concept. This has happened before, with Paul Sweezy’s invention of the 

“kinked” demand curve leading to it being used as an explanation for “sticky” prices, despite the fact 

that Sweezy finished his paper with the acerbic quip that: 

 

Looking at the problem in this way the theorist should attempt to develop an analysis 

which will enable him to understand the processes of change which characterize the 

real world rather than waste his time in chasing the will-o'-the-wisp of equilibrium. 

(Sweezy 1939, p. 573) 

 

But nonetheless, here goes—if only for my amusement, and even if it does come back to bite me with 

a textbook writer one day citing “the Keen model of the Money Multiplier”. 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
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The Keen model of the Money Multiplier 

 

Figure 5 shows the basic “logic”—for want of a better word—behind this model: the private sector 

attempts to deposit its cash, and the banking sector then lends a fraction of these deposits back, also 

in the form of cash. The model has two parameters: the “Required Reserve Ratio” (RRR), which 

specifies how much of a deposit the banking system retains versus how much it lends out; and the time 

lag tD between the non-bank public receiving a loan in the form of cash, and putting that cash back into 

the banking system again. 

 

Figure 5: The dynamics of "Money Multiplier" lending 

 

 

 

I set RRR to 0.1, so that banks hang onto 10% of the deposited cash and lend out 90%, and the time 

lag on redepositing tD to one year, so that in the first year, the public will attempt to deposit $100 of cash 

into the banking system (90% of which the banking sector lends out again). These parameters result in 

the “Money Multiplier” creating $900 worth of loans in response to $100 of cash deposits over 80 

years—see Figure 6. 

 

This model fulfils the Neoclassical fantasy that they’re actually saying something interesting about 

banking—“Look Ma, we’ve shown that banks can create money!”—while also relegating it to the “not 

really interesting” category as well. It takes almost forever, and the amount of money created is 

controlled by government policy—in terms of both the amount of cash the government creates, and the 

rules it sets for money creation via the Required Reserve Ratio. So, if anything goes wrong with the 

monetary system, it’s the government’s fault, as usual. 

 

  

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
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Figure 6: The "Money Multiplier" process 

 

 

 

 

Crashing into Crises by ignoring Credit 

 

Lest it be thought that this nonsense model misleads students but has no impact on the real world, 

there is ample evidence that belief in it has affected monetary and fiscal policy, to the detriment of the 

real world. For example, Bernanke, who prides himself on being an expert on the Great Depression, 

blamed that crisis primarily on the Federal Reserve, for letting the “money multiplier” decline at the end 

of the 1920s: 

 

Perhaps not too surprisingly, in light of the work of Friedman and Schwartz (1963) … 

our analysis provides the clearest indictment of the Federal Reserve and U.S. 

monetary policy. Between mid-1928 and the financial crises that began in the spring of 

1931, the Fed not only refused to monetize the substantial gold inflows to the United 

States but actually managed to convert positive reserve inflows into negative growth in 

the M1 money stock. Thus Fed policy was actively destabilizing in the pre-1931 

period… our methods attribute a substantial portion of the worldwide deflation prior to 

1931 to these policy decisions by the Federal Reserve. (Bernanke 2000, p. 111. 

Emphasis added) 

 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
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Bernanke set himself up for one of the greatest own-goals of all time, when he used this analysis to 

make the following cringeworthy statement at the 90th birthday party for Milton Friedman: 

 

Let me end my talk by abusing slightly my status as an official representative of the 

Federal Reserve. I would like to say to Milton and Anna: Regarding the Great 

Depression. You're right, we did it. We're very sorry. But thanks to you, we won't do it 

again.(Bernanke 2002) 

 

Just five years later, as Chairman of the Federal Reserve, Bernanke oversaw the worst economic crisis 

since the Great Depression, caused by factors that Neoclassical economics ignores: specifically, the 

role of credit in aggregate demand and income. Their ignorance here arises from another of their 

favoured and false models, the Loanable Funds model of banks as intermediaries between creditors 

and debtors. Bernanke used this model to dismiss Irving Fisher’s “Debt-Deflation Theory of Great 

Depressions” (Fisher 1933): 

 

because of the counterargument that debt-deflation represented no more than a 

redistribution from one group (debtors) to another (creditors). Absent implausibly large 

differences in marginal spending propensities among the groups, it was suggested, 

pure redistributions should have no significant macroeconomic effects. (Bernanke 

2000, p. 24. Emphasis added) 

 

In a Loanable Funds world, lending is indeed a “pure redistribution”, which transfers funds from creditors 

to debtors when debt is rising, and from debtors to creditors when it is falling, as Bernanke said. It would 

have only a minimal impact upon the macroeconomy, because a fall in the spending power of one group 

is offset by a rise in the spending power of the other. 

 

But, as emphasized by those Central Bank papers that Neoclassicals love to ignore, Loanable Funds 

is a fallacious model of the real-world. Real-world lending is properly portrayed in the Post-Keynesian 

model of “endogenous money” (Moore 1979, 1988), in which, to cite the then Senior Vice President of 

the Federal Reserve Bank of New York, Alan Holmes: 

 

In the real world, banks extend credit, creating deposits in the process, and look for the 

reserves later. (Holmes 1969, p. 73) 

 

It is a relatively simple matter to prove that credit doesn’t matter in Loanable Funds, but that it is a 

critical component of aggregate demand and income in the real-world of “Endogenous Money”, using 

a device I call a Moore Table (in honour of Basil Moore). 

 

A Moore Table shows expenditure in an economy horizontally, and net income vertically. Since each 

row records the expenditure as a negative, and the receipt of that expenditure as a positive, the sum of 

each row must be zero. The sum of each column can be non-zero—an individual sector can spend 

more or less than its income—but the sum of all columns is likewise zero. Finally, the negative of the 

sum of the diagonal is Aggregate Demand, the sum of the off-diagonal elements are Aggregate Income, 

and they are necessarily equal.3 

 

 
3 This framework ignores intra-sectoral exchange, but in the limit, when every entity in the economy was separately 

identified, it would capture all of aggregate demand and income. 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
http://www.federalreserve.gov/boarddocs/speeches/2002/20021108/default.htm
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Table 1 illustrates this for an imaginary economy in which lending does not occur. Sectors in this 

economy therefore spend existing money on each other, with the flows A to F being in terms of dollars 

per year. 

 

Table 1: Moore Table for a no-credit world 

 

 Households Services Manufacturing Sum 

Households -A-B A B 0 

Services C -C-D D 0 

Manufacturing E F -E-F 0 

 

 

For this model we can derive that: 

 

 

( )AggregateExpenditure A B C D E F

AggregateExpenditure A B C D E F

= − − − − − − −

= + + + + +  (0.1) 

 

Loanable Funds involves a transfer of Credit dollars per year between sectors along the diagonal, since 

only expenditures occur horizontally.  In Table 2, for simplicity, I show the Services sector lending Credit 

dollars per year to Households, which Households use to buy goods from the Manufacturing sector, 

while Services spends Credit less on Manufacturing itself. 

 

Table 2: Moore Table for a Loanable Funds world 

 

 Households Services Manufacturing Sum 

Households -(A+Interest)-(B+Credit) A+Interest B+Credit 0 

Services C -C-(D-Credit) D-Credit 0 

Manufacturing E F -E-F 0 

 

 

For this model, we can derive that: 

 

 

( )AggregateExpenditure A Interest B C D E F

AggregateExpenditure A Interest B C D E F

= − − − − − − − −

= + + + + + +
 (0.2) 

 

In other words, in a Loanable Funds model, Credit cancels out: the decrease in the spending power of 

the lender (Services, in Table 2) is offset by the increase in spending power of the borrower 

(Households). Notice that there are 2 entries for Credit on both the diagonal and the off-diagonal, and 

that they have the opposite signs: they therefore cancel each other out. Interest payments, on the other 

hand, do not cancel out: notice that there is just one entry for Interest on the diagonal, and one on the 

off-diagonal. 

 

The real world—otherwise known as the model of “Endogenous Money”—has banks creating money 

when they lend, as is shown above in Figure 2. Ignoring cash for the sake of simplicity, money is the 

sum of the Liabilities and (short term) Equity of the banking sector, while GDP is the turnover of that 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
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money, as represented by Table 3. The table is now 4-sectoral, to include the Banking sector’s income 

(Interest) and expenditure (G+H+I). 

 

Table 3: Moore Table for the real world 

 

 Assets Liabilities Equity  

 Debt Households Services Manufacturing Banks Sum 

Households Credit -(A+Interest)-(B+Credit) A B+Credit Interest 0 

Services  C -C-D D  0 

Manufacturing  E F -E-F  0 

Banks  G H I -G-H-I 0 

 

 

For this model, we can derive that: 

 

 

 

( )AggregateExpenditure A Interest B Credit C D E F G H I

AggregateExpenditure A B Credit Interest C D E F G H I

= − − − − − − − − − − − −

= + + + + + + + + + +  (0.3) 

 

Therefore, in this model and in the real world, Credit does not cancel out: the increase in the spending 

capacity of the borrower is enabled by an increase in the money supply, rather than by a reallocation 

of existing money. This shows logically that Credit is part of aggregate demand and income.4 

 

The empirical evidence strongly supports the Endogenous Money model. The real causes of both the 

Great Depression were precisely the factors that Fisher identified—an initial disequilibrium situation, 

with “over-indebtedness to start with and deflation following soon after” (Fisher 1933, p. 341). Figure 7 

illustrates the high levels of private debt that characterized both the Great Depression and the Great 

Recession—they are respectively the second-highest and highest levels of private debt in America’s 

history—and that Credit is strongly and negatively correlated with unemployment in both cases. 

 

  

 
4 And asset speculation, which has to be included in monetary analysis, since so much of bank lending finances 

speculation, rather than investment or consumption. 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
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Figure 7: Debt, Credit and Unemployment in the Great Depression and Great Recession 

 

 

 

 

Reality, therefore, supports the contrarian case that money matters to macroeconomics, and that credit 

is the primary source of the instability of a capitalist economy. But reality will never win out in academic 

economics, for the reasons I outlined in Chapter 5 of The New Economics: A Manifesto (Keen 2021), 

“The Neoclassical Disease”: economics lacks the definitive and permanent anomalies that force a real 

science to abandon a failed paradigm.  

 

 

Economics does not advance one funeral at a time 

 

Max Planck, the physicist who, by solving the “Black Body Radiation Problem”, ushered in quantum 

mechanics, is also the source of the aphorism that “science advances one funeral at a time”. What he 

actually said was: 

 

A new scientific truth does not triumph by convincing its opponents and making them 

see the light, but rather because its opponents eventually die, and a new generation 

grows up that is familiar with it. (Planck 1949, pp. 23-24) 

 

What Planck identified is the similarity between scientists and believers in a religion, in that once a 

paradigm—like Maxwellian Physics or Marshallian Economics—is formed, its adherents are devoted to 

it. In both science and religion, devotion means expanding the range of phenomena the belief explains. 

But in science, that expansion means developing experiments with the intention of proving the paradigm 

right that instead, unintentionally end up challenging it. 

 

As Planck and Kuhn (Kuhn 1970) document, the initial reaction to such anomalies is to try to modify the 

paradigm to incorporate it. This can consume the old believers, who continue to lecture the dominant 

paradigm to their students—all of whom know of the anomaly, and see their chance for fame in bringing 

about a new paradigm to resolve the anomaly and usher in a new science. 

 

Time is on the side of the young—and therefore on the side of the new paradigm. Ultimately, the old 

believers retire or die, and their replacements come from the young who reject the old paradigm. 

 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://en.wikipedia.org/wiki/Black-body_radiation
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This process fails in economics because paradigm-threatening anomalies are transitory. In science, an 

anomaly, once identified, can be reproduced: it never goes away. But in economics, the Great 

Depression gives way to Post-War Reconstruction, which gives way to the Golden Age of Capitalism, 

which gives way to the Great Inflation… Each of these anomalies will cause breakaways from the 

dominant paradigm, but over time, they will be forgotten. 

 

The farce of Bernanke being awarded the “Nobel Prize in Economics” (Offer and Söderberg 2016) 

shows that even when an old crisis (the Great Depression) recurs in a new form (the Great Recession), 

the same old theory can be rolled out again—perhaps with a new set of tyres—and believed by a new 

generation. Generational change fails in economics, and fallacy and fairy tale outlive reality. 

 

 

The Never-Ending Story? 

 

As an ageing critic of mainstream economics, the second greatest frustration I feel is the realisation 

that, despite being provably wrong, Neoclassical economics will outlive me. It will do so not because it 

is correct, but because its adherents prefer their fantasy to reality.5 

 

But what to do? The one glimmer of hope is the success that Modern Monetary Theory has had in 

entering the general economic debate. No other non-mainstream method has had that success since 

Keynes. 

 

But even so, MMT tends to be taught outside the University sector. Within Universities, MMT is 

disparaged at the “top Universities”, because these are the Universities that Neoclassical economists 

dominate. A full curriculum for an alternative paradigm will never be developed in the conventional 

departments of economics. So what can be done to keep the flame of change alive? 

 

 

The Revenge of the Private Sector 

 

Curiously, myself and another Australian rebel economist, Stephen Hail, have independently decided 

to branch out into the private sector to teach non-mainstream economics. 

 

Stephen has teamed up with a private, for-profit institution, Torrens University Australia, to establish 

Graduate Studies in the Economics of Sustainability, with qualifications ranging from a Graduate 

Certificate to a Masters Degree. This sort of initiative just isn’t possible in standard universities, because 

enormous pressure to conform with the existing paradigm is applied via research and teaching 

“excellence” rules. 

 

At much the same time, I have started teaching my alternative approach to economics via an online 

course. The impetus to establish it came from a conventional marketing firm that takes the majority of 

the revenue (60%) from the signup fee. It is thus motivated by the money to reach a far larger audience 

than I could ever hope to reach. Their early marketing methods were annoying—and I apologise for 

that—but they’re learning about my audience, and improving their messaging over time. 

 

 
5 The greatest frustration comes from another research area of mine, climate change. In my pessimistic moments, 

I expect that capitalism will be destroyed as a result of the appallingly bad work that Neoclassical economists have 

done on climate change (Keen 2020). Humanity will thus have the ignominy of the fantasy that destroyed capitalism 

outliving capitalism itself. 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://en.wikipedia.org/wiki/Torrens_University_Australia
https://modernmoneylab.org.au/courses/
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I give thirteen lectures and three workshops over sixteen weeks, and though at a price, it is far better 

value for pocket (and your brain!) than paying for a degree in economics which will teach you the 

fantasies that Mankiw and other mainstreamers peddle. If you’d like to experience these lectures (with 

a money-back guarantee if you ask for a refund within the first 30 days), click on this link: 

 

https://chat.profstevekeen.me/products/email-am-rebel-economist 

 

So come on over. Tell them Greg (Mankiw) sent you. 
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Jan Fichtner is Senior Research Fellow at CORPNET, University of Amsterdam, the Netherlands.1 The 

CORPNET project set out to trace global networks of corporate control and their influence. Jan ran the 

subproject on the growth of passive asset managers. This focused on the growing influence of groups 

such as BlackRock, Vanguard and State Street on corporate governance and issues such as climate 

change mitigation. This project ran from 2015 to 2021. In early 2023 Jan joined the research project 

“Climate change and global finance at the crossroads” at the University of Witten/Herdecke, Germany, 

where he focuses on the role of private actors in shaping sustainable finance. Like several other recent 

interviewees, Jan’s name is perhaps not that familiar to the economists among our readership, but that 

in itself tells you something about the significant absences in the field. Jan is one of the more interesting 

scholars working on finance, corporations, investment and power.  

 

Jan’s research interests are quite diverse, ranging over various aspects of financialization, as well as 

the claims of sustainable finance investment (which claims to use environmental, social and governance 

(ESG) factors in its evaluations), the role of offshore finance centres etc.2 However, my primary 

motivation in organizing this interview was to discuss with Jan the role hedge funds play in the modern 

world. In mainstream economics, hedge funds fall under the remit of quantitative finance and, as will 

become clear later, most of the work done focuses on a narrow set of issues, typically some combination 

of the status of hedge funds from the point of view of prospective investors in “alternative investment 

management” and/or testing some standard economic concept – notably efficiency. This tells one little 

about the power of hedge funds in the world. There is, of course, work on this in “critical finance”, 

political economy and global or international political economy, but it is remarkable how little interest 

economists take in hedge funds.3 So, a major reason for conducting this interview has been to discuss 

for a general academic reader, what a hedge fund “is”, what they “do” and what “impact” they have. As 

 
1 Visit: https://orcid.org/0000-0001-7675-400X and 

https://scholar.google.com/citations?user=e0I38lYAAAAJ&hl=en  

2 For example: Babic, Fichtner and  Heemskerk (2017, 2022); Fichtner (2013a, 2013b, 2014, 2015, 2016, 2017, 

2020); Fichtner and Heemskerk (2020); Fichtner, Heemskerk and Garcia-Bernardo (2017a); Galaz,  Crona, 

Dauriach, Jouffray, Österblom and Fichtner (2018); Garcia-Bernardo, Fichtner, Takes and Heemskerk (2017a); 

Mueller, Paulick, Fichtner and Wittenmayer (2016); Petry, Fichtner and Heemskerk (2021); Fichtner, Jaspert and 

Petry (2023). 

3 For a range of sources on hedge funds over the years see: Cumming, Johan and Wood (2021); Edwards (1999); 

Fung and Hsieh (1999, 2006); Ibbotson, Chen and Zhu (2011); Kellard, Millo, Simon and Engel (2017); Lack (2012); 

Lo (2010); Lowenstein (2002); Lysandrou (2011); Neely (2022); Stulz (2007). 
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such, this interview complements those undertaken with Rosemary Batt on private equity finance and 

Andrew P. Baker on the form and limits of post-GFC changes in financial regulation.4 

 

Jan graduated BA in International Relations from the University of Sussex in 2004, received an MA in 

International Relations jointly from Free University Berlin, Humboldt University Berlin and University of 

Potsdam in 2007, and was awarded a PhD for a thesis titled “The Anglo-Americanization of Global 

Finance: The Case of Hedge Funds” from Goethe University Frankfurt in 2014. He has worked as 

Research Fellow at various universities and since 2015 he has combined this with work at Deutsche 

Bundesbank, Frankfurt, as a Collateral and Securities Markets Specialist. Over the years Jan has 

published various papers on hedge funds and, in addition to a series of papers in academic journals 

such as Review of International Political Economy, Competition & Change and Economy and Society, 

Jan and his collaborators work has appeared in The Conversation and similar media outlets.5  

  

His work can be accessed at: https://www.jfichtner.net  

 

He is interviewed by Jamie Morgan for RWER.     

 

________________ 

 

 

Jamie: Before we begin in earnest, following on from the introduction, it might be worth providing a little 

scene-setting to give readers a sense of why hedge funds are so important… 

 

Jan: Well, until the 1990s, hedge funds were niche financial players known only to a small group of 

specialists and professionals in the industry. During the whole 1990s their assets under management 

remained below $200 billion globally – a small fraction of total global financial markets. By 2007 this 

had changed. Right before the global financial crisis, their assets under management had reached a 

new all-time high of well over $2,000 billion. According to some sources, it took until 2016 – another 

nine years – for the industry to exceed this high. Again, according to some measures, the global hedge 

fund industry currently (2022 to early 2023) has about $5,000 billion of assets under management. 

However, it is not the size of the assets under management that makes hedge funds so interesting and 

influential in today’s global financial markets but rather their unique ability to invest anywhere and in 

anything. But perhaps we can talk about this after discussing the basic characteristics of these financial 

actors. 

 

Jamie: I will just pick out a couple of things here to give readers some further context. The Alternative 

Investment Management Association (AIMA) maintains an education page which provides selected 

statistics from the Preqin database.6 According to the page in early 2023, there were 8,084 hedge fund 

managers and 24,769 funds in the database. Most of the managers (5306) are located in North America, 

with the rest distributed between Europe (1383), Asia (1007) and elsewhere.  

 

Jan: The AIMA website also reports global assets under management at $4,336 billion split mainly 

between North America ($3,453 billion) and Europe ($673 billion). Hence, North America accounts for 

almost 80% of all hedge fund assets – quite a remarkable concentration in one single region. The 

 
4 Baker and Morgan (2021); Batt and Morgan (2020). 

5 Babic, Fichtner and Heemskerk (2018); Fichtner (2018); Fichtner, Heemskerk and Garcia-Bernardo (2017b); 

Fichtner, Heemskerk and Petry (2020a, 2020b); Garcia-Bernardo, Fichtner, Takes and Heemskerk (2017b).    

6 Visit: https://www.aima.org/educate/hedge-fund-industry-data.html  

http://www.paecon.net/PAEReview/issue104/whole104.pdf
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difference in AUM figures to my previous comment is a reminder that hedge fund reporting to databases 

is voluntary and no database is comprehensive. In the US, however, hedge funds have to report some 

basic data to the SEC since 2012.7 According to these “Private Funds Statistics”, in mid-2022 there 

were around 9,600 hedge funds with $5,150 billion in assets under management.8 So, while the 

individual databases differ slightly, we have a fairly good general overview of the global hedge fund 

industry.  

 

Jamie: At least for some purposes… We should probably also point out that while there are many 

hedge funds, most of the investment and assets under management are concentrated with a few hedge 

fund managers. According to a report by Preqin in 2017, 701 of the hedge fund managers reporting to 

their database had assets under management greater than $1 billion and this accounted for 88% of 

total recorded assets at that time.9 Within this total, 21 hedge fund managers reported assets under 

management exceeding $20 billion. The general trends since then tend to indicate the concentration of 

investment and assets with a few managers has continued and amplified.  

 

Jan: Yes, according to the SEC data, the top 500 hedge funds accounted for about 56% of all assets 

in 2022.10 You can get a sense of the size of the largest funds from the Pension & Investments website. 

They publish an annual top-100 (sometimes a few more) hedge fund managers by AUM. In June 2022 

Bridgewater Associates was the largest at $126.4 billion.11 But while the assets under management of 

the largest hedge funds seem objectively large, this also needs proper context. The global giant of 

index-tracking exchange traded funds (ETFs) BlackRock managed about $10 trillion in 2021. The value 

of the entire stock markets worldwide is roughly $120 trillion, the total value of international bond 

markets is in the same ballpark. Compared to these huge numbers the assets that hedge funds manage 

seem relatively small. That can be misleading though. It is not just the balance sheet value of the assets 

that hedge funds manage that matters but more how they manage them and what impact this can have 

on publicly listed companies or even financial markets as a whole. 

 

Jamie: Yes, this is something we should come back to later. But for the moment we might note that 

research over the years tends to indicate that hedge funds are the most active traders on most financial 

markets in the world, and that activity constitutes a significant proportion of daily trading in public equity 

markets (shares), securities markets (sovereign, municipal and corporate bonds), debt instruments and 

derivatives.  

 

Jan: That’s right, in standard “finance speak” they play a major role in generating liquidity in financial 

markets and in the determination of prices. This is not new. I’ve already mentioned hedge funds 

approached a first peak in the years prior to the global financial crisis. This provoked the interest of 

economics journals, and the Journal of Economic Perspectives published a piece on hedge funds in 

2007. 

 
7 Note from Jamie, for a contemporary comment on this see the SEC speech by Norm Champ: 

https://www.sec.gov/news/speech/2012-spch051112nchtm  

8 Note from Jan: visit: https://www.sec.gov/divisions/investment/private-funds-statistics. The latest data at time of 

writing was published January 2023 and refers to mid-2022: https://www.sec.gov/divisions/investment/private-

funds-statistics/private-funds-statistics-2022-q2.pdf  

9 Visit: Preqin-Hedge-Fund-Spotlight-May-2017  

10 Note from Jan: However, some aspects of hedge fund activity are much more concentrated. For instance, the 

top ten funds accounted for 34% of all hedge fund borrowings. 

11 Visit: Largest Hedge Fund Managers 2022 | Pensions & Investments (pionline.com)  
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Jamie: This is an American Economics Association journal that typically commissions essays, often to 

provide overviews on some new or significant phenomenon or issue…  

 

Jan: In the essay René Stulz writes, citing existing research, “The importance of hedge funds in the 

daily life of financial markets does not make the same headlines, but hedge funds now account for close 

to half the trading on the New York and London stock exchanges (Anderson, 2006a).” (Stulz, 2007: 

175).12  

 

Jamie: There are numerous others that have noted similar things. In 2009 Tim Sangston, an analyst at 

the consultancy firm Greenwich Associates, estimated on the basis of a sampling process that hedge 

fund trading activity peaked in 2007 at 29% of all US fixed income asset trading, 80% of high yield credit 

derivatives, 20% of mortgage-backed securities and 29% of trade volumes in US government bonds.  

 

Jan: That’s right. The Financial Stability Forum also mentions Greenwich Associates research but 

makes the more fundamental point in 2007 that “Although their aggregate assets under management 

are small relative to those of more traditional institutional investors and to the total size of equity and 

debt markets, their share of trading volume in many market segments, particularly more complex ones, 

is much larger than their share of assets.” (FSF, 2007: p. 8).13  

 

Jamie: As readers probably know the Financial Stability Forum was reorganized in 2009 as the 

Financial Stability Board (FSB) – a multilateral international financial institution (hosted by the Bank for 

International Settlements) that provides advice on regulation of aspects of the finance system…   

 

Jan: The point though is that hedge funds have become one of the most important financial actors. 

They are among the very few financial actors that are able to influence prices in financial markets – and 

occasionally they have been able to move markets significantly. Their various strategies and activities 

can have multiple controversial consequences, and this is also something we can go on to discuss. 

 

Jamie: Ok, now that we’ve created some brief context… 

 

Jan: There is one other thing we ought to mention here and that is the earnings of the top hedge fund 

managers. While there are many people working in or for hedge funds who don’t earn vast amounts, 

there are a few who do, and their earnings far exceed those of top bankers that grab the headlines for 

annual “compensation”.14  

 

Jamie: That’s right. The Institutional Investor publishes an annual league table of top hedge fund 

managers earnings. The latest data at time of interview was from March 2022 and reported that 

“Altogether, the 25 highest-earning hedge fund managers earned a combined $26.64 billion last year, 

the second-highest amount in the history of the Rich List… Over the past two years, the members of 

the Rich List’s First Team have made more than $58 billion combined.”15 

 

 
12 Available: https://pubs.aeaweb.org/doi/pdfplus/10.1257/jep.21.2.175  

13 Available: https://www.fsb.org/wp-content/uploads/r_0705.pdf  

14 Note from Jamie, for an old but available example of the wide range of pay in hedge funds for different types of 

employment and status see: https://www.hfr.com/sites/default/files/pdf/2016HFCR_sample.pdf  

15 Visit: https://www.institutionalinvestor.com/article/b1x32qsnv8x91g/The-Rich-List-The-21st-Annual-Ranking-of-

the-Highest-Earning-Hedge-Fund-Managers  
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Jan: For comparison: top Bank CEOs in the United States earn between $15-25 million a year – and 

Jamie Dimon of JPMorgan Chase made about $80 million in 2021 if options are included. However, top 

hedge fund managers earn far more, sometimes a few billion per year. 

 

Jamie: If we tabulate the top ten for 2021 (reported 2022)… 

 

 

 

OK. Let’s take a step back and start to explain some of the terminology. In your 2013 paper in 

Momentum Quarterly you provide a history of hedge funds and break this down into two periods, the 

1940s to the 1970s and then the 1980s onwards. For our purposes though it is probably best to start 

with a simple explanation of what a hedge fund “is”. There are various ways one might do this: a simple 

schematic breakdown, a comparison to private equity finance (the other main form of “alternative 

investment management”) and by comparison to “mutual funds” (i.e. the standard investment 

management format in some well-known regulatory jurisdiction like the US)…  

 

Jan: As you say there are lots of different ways one might try to define and introduce what a hedge 

fund “is”. Part of the problem is that there is no globally accepted legal definition.16 You mentioned the 

Alternative Investment Management Association previously. Together with private equity funds, hedge 

funds are often referred to as “alternative investment managers”. This places them in opposition to 

“normal” investment managers or mutual funds. The basis of this opposition is that hedge funds try to 

position themselves in terms of available regulatory opportunity in order to give them the ability to 

charge higher fees, use more leverage and various financial instruments, and to undertake, with fewer 

restrictions or prohibitions, a wide range of investment strategies.  

 

Jamie: Keeping in mind that most countries have regulations that (at least in principle) are designed to 

protect ordinary members of the public when they invest – so there is regulation to limit the fees an 

investment manager might charge, and then various requirements for transparency and accountability 

which affect the types of risk an investment manager can take with your money (in turn affecting what 

 
16 See, for example, Nabilou (2017). 
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they can invest in, how they invest and what they are required to report to some designated regulatory 

oversight organization)…  

 

Jan: That’s right. Hedge funds typically use exemptions (or “safe harbour” provisions as they are often 

called) to position themselves outside of standard regulation and, to reiterate, the contrast is with an 

ordinary investment management organization to which that regulation applies (mutual funds etc.) … 

 

Jamie: So, it’s not that they are in any simple sense “unregulated”, it is that (neo-liberalised financial) 

regulation provides scope for hedge funds to position themselves in relation to that regulation and in 

some cases beyond its scope. 

 

Jan: While this is correct, whenever a hedge fund undertakes some financial activity on a financial 

market it will usually be bound by the same requirements as any other financial organization when 

undertaking that activity.17 It is also the case that regulatory positioning can involve careful selection of 

where to locate to take advantage of regulation (and to arbitrage between regulatory jurisdictions). One 

of the reasons why hedge funds are so difficult to define is that different hedge funds will use these 

opportunities in very different ways and to different degrees.18 Hedge funds have a reputation for 

secrecy, but they also have to consider reputation and trust, otherwise soliciting capital from investors 

might be difficult. So, there are potential trade-offs.  

  

Jamie: OK, that gives us a starting point and we can come back to both the types of strategies involved 

and the issue of how hedge funds position themselves in terms of regulation. It might be useful to first 

break down and clarify how hedge funds structure their activity in its simplest terms… As I understand 

it, and keeping in mind this is to generalise about something you have already suggested is diverse, 

hedge fund managers (who may be part of a larger group or partnership) solicit capital for a legally 

separate fund and use this, often in combination with leverage, to undertake an investment strategy, 

and that investment strategy forms part of the marketing for the solicitation of capital… 

 

Jan: Yes, the setup as a legally separate private fund applies to most hedge funds – although the 

details can vary depending on the respective legal domicile that the fund has chosen. In many cases 

the hedge fund manager (often by using a limited liability company) becomes the general partner (GP) 

and the investors become limited partners (LPs). The GP is responsible for running the fund, which 

includes devising investment and trading strategies, choosing key service providers etc.  

 

Jamie: So, if we refer to some of the statistics that we provided at the beginning, the recent Preqin data 

refers to 8,084 hedge fund managers and 24,769 funds. And (which I didn’t mention) the earlier data 

from 2017 for the larger hedge funds notes that the 701 management firms between them operated 

5007 funds. Moreover, research tends to indicate that funds are continually being opened and closed. 

 
17 Note from Jamie: for example, historically in the US, hedge funds are not exempt from 13D filing, which requires 

an organization to notify the SEC within 10 days if it acquires more than 5% “beneficial holding” in the equity of a 

public corporation listed on a SEC regulated exchange (like the NYSE). And they are not exempt from 13F filing 

(reported quarterly), which requires any entity including HF with more than $100 million assets under management 

held “long” on US securities to disclose holdings (but not “short” positions). 

18 Note from Jamie: the archetype is in terms of US financial regulation. So, a hedge fund may choose to exploit 

exemptions that render it a non-advisor, non-trader, non-investment company, non-broker-dealer etc, since all of 

these invoke some statutory situation and regulation. For a useful summary of how hedge funds were regulated in 

terms of UK membership of the EU prior to Brexit (which nicely illustrates some of the issues) visit: 

https://uk.practicallaw.thomsonreuters.com/w-009-

9984?contextData=(sc.Default)&transitionType=Default&firstPage=true  
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According to reports (quite old now) in the Financial Times, the average lifespan of a fund is 5 years 

and one third of funds fail or close within a 3 year period.19 So, while there is trend growth in the number 

of funds, there is significant churn in the make-up of those funds. 

 

Jan: If we run with that. Hedge fund managers may create multiple funds, either for different investment 

strategies or as a set of linked entities (“feeder funds”) that separate out investors for tax purposes for 

one “master fund”. Also, noting what we have said about regulation and location selection, the legal 

location of the hedge fund manager’s firm and the funds very often differ from the actual location of 

management. Many funds are legally domiciled in the Cayman Islands or Delaware, while the hedge 

fund managers are concentrated in big financial centres such as New York and London.  

 

It is a remarkable feature of the hedge fund industry that it is highly concentrated in English-speaking, 

or Anglophone, countries. Legally, as I have just mentioned, the majority of hedge funds are domiciled 

in the Cayman Islands, a small archipelago in the Caribbean that is under British sovereignty; other 

popular legal domiciles include Bermuda and the British Virgin Islands – both also under British 

sovereignty. Being a British Overseas Territory has provided Cayman with the necessary political 

stability while British common law has facilitated trust in the legal system. At the same time, offshore 

financial centres such as Cayman have provided hedge funds with zero taxes, secrecy, and lax 

standards – in 2011 the Financial Times reported that a small group of people were sitting on the boards 

of hundreds of hedge funds as supposedly ‘independent’ directors. One person was even a board 

member of over 500 Cayman hedge funds.20 

 

The hedge fund managers that take all the strategic decisions are mainly concentrated in just two 

countries – the United States and the United Kingdom. (Again) within these two countries New York 

and London are the dominant centres for hedge fund managers. The extreme concentration of global 

hedge fund managers in these two agglomerations, with the possible exception of the investment 

banking industry, seems unparalleled. We might come back to the “economic geography” of hedge 

funds after talking about how they structure themselves. 

 

We’ve mentioned exemptions. Because many hedge funds pursue very risky investment strategies not 

just any small retail investor (ordinary members of the public) can invest in a hedge fund. In general, 

LPs must be institutional investors or high-net-worth individuals (HNWI) that have $1 million or more in 

liquid financial assets. In the United States, hedge funds are normally by law restricted to “sophisticated 

investors”, which despite the phrasing tends to mean they can afford losses associated with higher risk 

and less regulated activity, rather than (given the opaque nature of many investment strategies and the 

limited information disclosure) they fully understand what they have invested in. Quite often hedge fund 

managers also invest some of their own capital in the fund. I would also emphasise that the GP is 

exercising management control over the fund. LPs are typically “passive”. The role of the LPs is just to 

invest in the fund, they have little or sometimes even no control over the management of the fund. 

 

Jamie: That’s quite a lot to take in. Let’s pivot to compare to private equity to see if that provides some 

clarity. Hedge funds then, like private equity are structured into parts. If we run with the comparison to 

private equity, it, at least the most common and familiar variety which undertakes leveraged buyouts 

(LBOs) of whole companies, can be broken down into an originating private equity finance firm and 

separate solicited fund(s) of capital from investors. The private equity firm provides the general partner 

(GP) for the fund. The firm solicits capital from HNWI and institutional investors, which becomes the 

 
19 Visit: https://www.ft.com/content/826d5434-5785-3334-bb7a-0eb003770ebb  

20 Visit: https://www.ft.com/content/913e31b6-114a-11e1-a95c-00144feabdc0  
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equity in the legally separate fund and then this is used in conjunction with debt to LBO companies. 

These acquisitions become “portfolio companies” which are then operationally and financially 

restructured before being sold on, usually within 3 to 5 years. GPs manage the fund and make all 

investment decisions and the investors or limited partners (LPs) play no role other than to receive 

returns on investment (or suffer the losses). Similarly, hedge funds consist in specialist financial 

investment managers who solicit capital for separate funds, and these are then used for some 

designated investment strategy, and again there is a distinction between the GP and LPs… 

 

Jan: While this comparison is often made, in reality, there is not an absolutely clear legal or operational 

distinction between private equity and hedge funds. There can be some degree of overlap in terms of 

what they do. Some big finance firms, such as Blackstone, the largest global alternative asset manager, 

operate both hedge funds and private equity (not to be confused with BlackRock, which I previously 

mentioned and which is the largest global asset manager, primarily due to its dominance in burgeoning 

passive index funds).  

 

Jamie: The difference in status of the fund is probably worth highlighting here too. Private equity finance 

funds tend to be fixed period – often 10 years. Hedge funds are usually more flexible, and investors can 

and do withdraw their money subject to a notice period.  

 

Jan: There is usually an initial lock in period when investing in a hedge fund and after that redemption 

can sometimes be a controversial subject, especially during periods of stress. If several large investors 

try to withdraw their money in quick succession this may materially affect the fund (since it may need 

to sell assets and unwind positions and in falling markets or illiquid investments this can crystalise 

losses). In these circumstances hedge funds have applied “freezes”, preventing redemption (but there 

is an obvious conflict here, given they may have incentives to exercise this power in a failing fund…). 

This can end in court. 

 

More importantly what many private equity and hedge funds have in common is use of the “two and 

twenty” fee model. The “two” means that the fund charges investors an annual fee of two percent of 

their invested assets to manage the fund. This annual fee can also be much higher for seemingly “elite” 

funds but can also be lower for funds that do not have this prestige.  

 

Jamie: It’s probably worth noting here just how lucrative that annual management fee can be. If an 

investor invests $1 million with a hedge fund and pays an annual fee of 2% ($20,000), then over ten 

years that would amount to $200,000 or 20% of the original investment. If the investment were $1 billion, 

then the equivalent is $200 million… The largest hedge funds are in the billions of dollars.  

 

Jan: The figures are large, but the calculations are not necessarily that simple. It is also worth noting 

that some hedge funds, especially the most “active traders”, incur significant trading costs (execution, 

brokerage etc.) and most hedge funds incur ancillary costs from administration and various services 

they require (IT, research, legal/compliance, custodianship, marketing, backroom staff etc.).  

 

In any case, the annual management fee level is much higher than those of actively managed mutual 

funds (typically around one percent) or passively managed index funds (which can be one tenth of one 

percent or even lower). What really sets hedge funds apart is the second component of this fee model. 

The "twenty" (which again can be higher or lower in practice) refers to the performance fee of 20% of 

returns made by the hedge fund above a certain predefined benchmark.  

 

Jamie: There are two additional terms we might mention here. First, “hurdle” is the term often used to 

refer to the predefined benchmark. This is the percentage return level the hedge fund must exceed 
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before the GP is entitled to a performance fee. It is usually set at some percentage that is a step higher 

than an investor might expect to get from a low-risk investment. Second, hedge funds typically use a 

“high-water mark” system. This just means the value of portfolio assets must exceed the previous high 

in order for a new performance fee to be applied. If $1 million is turned into $2 million and a performance 

fee is applied and then the investment falls back to $1 million, a new performance fee cannot be charged 

until the value exceeds $2 million again… This protects against double-charging.   

 

Jan: That is correct, but the main point remains that the performance fee is exceptionally high in the 

two and twenty fee model. This unique performance fee is the reason why some very successful hedge 

fund managers have, as your table makes very clear, become billionaires themselves – which would 

be impossible for managers of mutual funds or the vast majority of CEOs for that matter. Critics of 

hedge funds thus often ask “where are the customers yachts?”.21 A study by Simon Lack (2012), for 

example, found that from 1998 to 2010 hedge fund managers pocketed a staggering 84% to 98% of all 

returns generated by the entire hedge fund industry.  

 

Jamie: Lack as I recall has various explanations for why the total is such a high proportion (issues like 

investors not withdrawing their full share of returns as dividend payments prior to the collapse in value 

of any given fund and so on)…  

 

Jan: In any case, I am not aware of a more recent study on this key aspect but would think that the 

managers still benefit much more from hedge funds than the investors. 

 

Jamie: And presumably, in order to justify high fees, hedge funds must be claiming to make superior 

returns to standard investments in stock markets? 

 

Jan: Yes, indeed. Proponents of the hedge fund industry argue that what sets these funds apart from 

most other kinds of funds is their ability to (always) generate higher returns than the broad stock 

markets. The stated goal of most hedge funds is to produce absolute noncorrelated returns or, in 

industry parlance, “alpha”.  

 

Jamie: Absolute (with the high-water mark in mind) in the sense that the claim is that returns are not 

merely relative, measurement of returns is of increases over past performance (the return is real rather 

than apparent – though clearly there are many accounting devices and manipulations that may apply). 

Non-correlated in the sense that hedge funds claim their returns are not simply tracking the average 

movement of public markets. They may be exploiting those market movements but claim to be 

generating returns irrespective of whether markets are rising or falling. And alpha? 

 

Jan: Alpha basically is a coefficient that measures the excess return on an investment compared to the 

general market index or other relevant broad benchmark. In standard theory of finance, Beta refers to 

the general movement of the market. The implication is that there is some added value attributable to 

the hedge fund (the investment skills of its GP, the return generating power of its proprietary trading 

strategy etc.). There are lots of technical measures of this and a great deal of dispute regarding whether 

alpha really exists and what it is based on – and from a technical point of view a lot of this turns on what 

to take into account for “risk adjustment”. More simply, Warren Buffett’s well-known wager, for example, 

raises a lot of questions for hedge funds and alpha.  

 

 
21 Note from Jan: the term came into use from the title of Fred Schwed’s book Where are the Customers’ Yachts? 

in 1940. 
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Jamie: Warren Buffett, as most readers are likely aware, is the multi-billionaire founder of the Berkshire 

Hathaway conglomerate holding company. He’s a well-known sceptic regarding the claims hedge funds 

make that they generate consistent outsize returns. And the wager was? 

 

Jan: Buffett recounts the events in his 2017 annual letter to Hathaway shareholders (pp. 21-24). In his 

2005 letter he criticised high fee active investing (of which hedge funds are an obvious example).22 This 

turned into a challenge to anyone to choose five high fee active investing funds (hedge funds) and 

demonstrate that their returns would beat a passive index tracker over ten years. He chose the S&P 

500 Index Fund as the comparator and placed a $500,000 wager on the LongBets.org platform. 

Eventually in 2008 Ted Seides of Protege Partners accepted Buffett’s bet. Buffett originally expected 

that a hedge fund would accept the challenge and include their own funds. Seides, however, picked 

five funds-of-funds hedge funds, which are funds that themselves invest in a variety of different hedge 

funds (and that also add another small fee layer). In 2017 it became clear that all five funds-of-funds 

hedge funds underperformed the S&P 500 index funds by a large margin and the bet was conceded 

early.   

 

Jamie: Buffett provides a telling table (p. 22): 

 

 

 

Jan: While not a comprehensive and carefully formulated test of alpha, Buffett’s wager does pose an 

obvious challenge to hedge funds’ claims.23 

 

Jamie: And yet investors continue to invest… which does raise the issue of why? 

 

Jan: I think there are lots of possible reasons – fear of missing out, as we will probably illustrate later 

some hedge funds do earn spectacular returns, if not necessarily consistently, and some investors 

probably do earn major returns especially over a few years (the bet was 10 years), hedge fund 

solicitation has professionalised via personal networks, organisations like AIMA put a lot of resources 

into persuading institutional investors and continue to provide different evidence and to dispute 

criticisms, and most large institutional investors treat hedge funds as a small but significant part of the 

 
22 Visit: https://www.berkshirehathaway.com/letters/2016ltr.pdf  

23 Note from Jamie, for Seides response see https://www.bloomberg.com/view/articles/2017-05-03/why-i-lost-my-

bet-with-warren-buffett See also Wilson and Willis (2017). 
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risk diversity of a portfolio despite it not necessarily doing as well as claimed. In any case, the more 

hedge funds there are the less likely it becomes they can all be beating the market. 

 

Jamie: Which was one of Buffett’s main points. The issue of returns does, of course, also raise the 

more basic issue of tension in mainstream theory of finance. If financial markets really are “efficient” 

alpha ought to be impossible, but the failure to achieve alpha does not in and of itself imply markets are 

efficient (since the concept might be dubious to begin with). This bears some more discussion, but 

before we do that, let’s turn to the range of investment strategies hedge funds undertake. Databases 

often categorise funds by their investment strategy. We’ve mentioned Preqin already, but there are 

others, as well as additional reporting platforms that draw on their data. While you note the first hedge 

funds began as early as the 1940s the first databases tracking reported performance and various other 

metrics came much later. The Credit Suisse Hedge Fund index, for example, has been through various 

incarnations (Tremont etc. and may be about to go through another in 2023) and started reporting in 

1994 (presumably because of an increase in the number of hedge funds, availability of data and 

advances in computerisation).24 Categorisation of strategies can vary from database to database, but 

several categories are common to all…  

 

Jan: Yes, databases typically create categories and then report the number of hedge funds registered 

that fall into each category; their capital under management and returns by category. The main fund 

strategy categories are: equity; events based; global macro; fixed income; and then various exotic or 

catch-all categories (as well as, as previously mentioned, funds-of-funds). 

  

Jamie: Let’s start with equity… 

 

Jan: Historically the very first hedge funds were equity funds, and the equity category is still what most 

people think of when they think of hedge funds. The term originates with Alfred W. Jones in the 1940s 

and came to wider attention through an article in Fortune magazine in 1966. 25 Jones referred to his 

approach as a “hedged fund”.  

 

An equity hedge fund, as the name suggests, invests in the shares of publicly listed companies. The 

strategy combines long positions and short positions. A long position is a selection of shares in 

companies chosen with the intention of making a return when its market price increases (so, the hedge 

fund is betting these shares will rise). A short position is a selection of shares in companies chosen with 

the intention of making a return when its market price decreases (so, the hedge fund is betting these 

shares will fall).  

 

Shorting can be achieved in various ways. The simplest explanation (the one usually found when 

newspapers write about shorting) is that a hedge fund borrows the shares they want to short and 

contracts to return an equivalent number of those shares to the owner on a given future day (institutional 

investors hold large positions in shares and these are available to borrow for a small fee). The hedge 

fund then sells the shares and then at a future point in time buys an equivalent amount back. If the price 

of the shares has fallen the hedge fund profits by the difference between what they sold the shares for 

and what they bought them back at, less the fee. So, if a hedge fund borrowed 10 shares and sold them 

into the market at $10 each, they would have $100; if the market price then fell to $5 the hedge fund 

 
24 Note from Jamie: visit https://lab.credit-suisse.com/ - /en/home 

25 Note from Jamie: the article in Fortune magazine in 1966 which brought hedge funds to the attention of the 

world is archived: http://fortune.com/2015/12/29/hedge-funds-fortune-1966/. Also visit: 

https://www.preqin.com/academy/lesson-3-hedge-funds/history-of-the-hedge-fund-industry 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386
https://lab.credit-suisse.com/#/en/home
http://fortune.com/2015/12/29/hedge-funds-fortune-1966/
https://www.preqin.com/academy/lesson-3-hedge-funds/history-of-the-hedge-fund-industry


real-world economics review, issue no. 104 
subscribe for free 

 

 28 

buys back 10 shares for $50 and returns them to the original owner, creating a return of $50 minus the 

fee. One problem, of course, is that while there is a maximum return that can be made (since the price 

of the share cannot fall further than almost zero) there is no maximum loss that can be made (given the 

shares can in theory rise in value to any number above the original $10).  

 

Jamie: Though hedge funds can (and in some places may be required by regulators) to avoid this kind 

of “naked short”. They can, for example, try to achieve their aim using derivatives. Derivatives can also 

be used to place a limit on losses. In your example, the hedge fund could also buy a call option for 10 

shares at $11 with a contract that can be exercised the day the original shares need to be returned to 

the owner. The call option (which they don’t have to exercise) acts as an insurance policy and places 

an upper limit on the loss of $1 per share (plus fees).  

 

Jan: That’s right and there are various other ways the hedge fund might use derivatives to achieve their 

long and short positions at least cost. In general, equity hedge funds restrict themselves to small stakes 

in listed companies, below 5% of issued shares. Large short positions, for example, may have to be 

reported to regulators.  

 

Hedge funds will likely also borrow money to amplify (“leverage”) the returns on the strategy. The more 

debt used relative to the fund’s own money, then the bigger the return that can be generated and the 

greater the mathematical effect on return on investment. Leverage varies a lot and tends to increase 

when credit is cheaper and easier to attain. Historically Alfred Jones was very risk-averse, but hedge 

funds are typically “aggressive” risk-takers today. But the point remains, an equity strategy hedge fund 

combines long and short positions and uses these to generate returns… 

 

Jamie: And as I understand it, there are different ways to combine long and short positions and these 

too can be categorised. A balanced or “market neutral” equity strategy, for example, constructs a 

portfolio in which the initial value of all long positions is matched to the initial value of all short positions. 

So, if both sets of investments follow the general market trend (long positions change according to the 

trend and short positions change according to the trend) then the losses on one side will be matched 

by the gains on the other based on the total portfolio. The hedge fund is neither winning nor losing 

based on the market trend. The hedge fund, of course, plans to generate returns, so the implication is 

that it is the selection of stocks that don’t follow the trend or beat the trend that creates returns for the 

hedge fund: profitable shorts, profitable longs… (the “alpha”).  

 

Jan: If we return to Alfred Jones, the idea is that one selects supposedly undervalued shares to invest 

long and supposedly overvalued shares to invest short and the goal was to develop a fund whose 

performance (“alpha”) was protected (or “hedged”) against the general movement of the market (“beta”). 

A market neutral hedge fund rebalances its portfolio periodically (resetting to neutral), but there are 

other strategies. Most of the time it makes sense to exploit the direction of travel of the market, and 

since markets are generally increasing, hedge funds will tend to overweight long compared to short.  

 

Jamie: So, few hedge fund are, therefore, market neutral? 

 

Jan: That’s right, they tend to be long/short, but there are also hedge funds who specialise in short 

positions, and it is also important to keep in mind that hedging doesn’t mean a hedge fund is immune 

from losses.   
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Jamie: But the general category of equity funds encompasses a wide variety of hedge funds?26 

 

Jan: Yes, and not only this, the selection process applied to shares can be quite diverse. You mentioned 

right at the beginning that in my 2013 paper I broke the history of hedge funds down into two periods, 

the 1940s to the 1970s and then the 1980s onwards. In the first period many hedge funds were “stock 

pickers” and invested in a handful of stocks of companies they believed are undervalued or about to 

grow rapidly. From the 1940s to roughly the late 1970s these “hedged” funds dominated the global 

hedge fund industry. The technological potentials are now far greater, but some hedge funds will still 

be using “fundamentals”, which means they engage in extensive research into the company, its 

business model, its plans, its place in its sector and its prospects.  

 

Jamie: Which assumes there is a “true” value for a share, a highly contentious issue. 

 

Jan: Irrespective, the aim is to forecast a share’s likely future price trend. While some hedge funds still 

pursue traditional research on individual companies, others employ dozens of very smart PhDs (often 

recruited from maths, physics or evolutionary biology) to develop sophisticated models and trading 

strategies. 

 

Jamie: So, while equity hedge funds were originally selecting shares by undertaking research in 

“fundamentals” (as it is termed in finance) today many are using some kind of quantitative system to 

forecast price movements. For example, statistical arbitrage by mean reversion identifies shares which 

tend to over and underreact around a moving average as new information emerges in markets, these 

are then paired as long and shorts – generating returns on the average via movements around 

averages.  

 

Jan: This strategy still depends on data for individual shares and sector categories of stock markets. 

Still others will use some version of technical analysis which simply uses patterns in market movements 

to predict future movements. Obviously, the further one gets from “fundamentals” the less one can say 

the hedge fund is overly focused on whether a share is “overvalued or undervalued” in any meaningful 

sense (rather than is just differently valued), hence my use of “supposedly” earlier.  

 

Jamie: I suppose high frequency trading is another step along the road away from any knowledge 

about the companies being traded… I guess an important point to make here is that if hedge fund 

strategies applied within the same general category of strategy (in this case equities) can be so diverse 

then the aggregated data provided for categories in databases is probably not very informative.  

 

Jan: Yes, what the average hedge fund is “doing” in a category is probably not a very useful concept. 

It seems unlikely that many investors rely on this alone in selecting a fund. Moreover, hedge funds 

seem to respond to fashions in finance.  

 

Jamie: In recent years that has been funds claiming to be using AI and machine learning based 

strategies and, of course, trading cryptocurrency assets. 

 

 
26 Note from Jamie: “bear raiders” create a short position in a company they think is vulnerable and then publish 

their own analysis of its weaknesses. If their market analysis is picked up, then the share price may fall… There 

are obvious issues here regarding how valid the analysis is, and issues can quickly shade into accusations of 

variants of privileged information problems… “Bear raiders” fall somewhere between equity hedge fund categories 

and events (activist) ones. See later and also Hosking (2019). 
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Jan: Keep in mind hedge funds have to compete for investment funds and this means there can be a 

motive to open and solicit new funds claiming to use the latest methods and focus on the latest 

strategies and area of finance. This takes hedge funds far from the original basis of Alfred Jones’s 

approach. And very little of this involves “hedging” in the original meaning of that word.   

  

If we return to my two periods distinction. After the abolition of capital controls by the United States and 

the United Kingdom in the 1970s and the liberalization and deregulation of their domestic financial 

systems in the 1980s, hedge funds expanded their activities significantly – both in geographical scope 

but also in terms of new segments of financial markets and new strategies.  

 

Jamie: This seems an appropriate point at which to introduce events-based hedge funds. These are 

hedge funds whose strategy tries to profit from some specific corporate “event”, and this typically means 

undertaking research and analysis in a particular company and identifying vulnerabilities and targeting 

these. Debt-distress funds buy up discounted debt of a company and then exploit the power this gives 

them, merger arbitrage funds look to identify companies (before anyone else) looking to take over other 

companies, and on the assumption that share price movements in the two will diverge once news of 

the acquisition emerges, they create a position (perhaps shorting one and going long on the other); but 

perhaps the highest profile events hedge fund are the activists… 

 

Jan: Activism is not new, and not undertaken solely by hedge funds but it is certainly the segment that 

has attracted a lot of public attention in the past. The aim is to target a company, buy up its shares and 

build a position large enough for the hedge fund to put pressure on the current corporate management.27 

While, as I mentioned earlier, equity hedge funds restrict themselves to small stakes in listed 

companies, often below 5% of issued shares (and are not seeking any kind of profile) activists want 

publicity and controversy. Sometimes multiple activist hedge funds team up to form what are called 

“wolf packs” to take on larger “prey”, so to speak.  

 

Jamie: I’ve also heard this referred to as “swarming”… 

 

Jan: The typical aim is to force the company to change its strategy, which can take several forms: to 

radically cut costs, to pay a big (special) dividend to the shareholders, to begin a large share buyback 

program (elevating the share price, after which the hedge fund exits its position) or to sell divisions not 

deemed to be part of the “core competency” of the firm (again generating cash to return to 

shareholders). 

 

Jamie: So, they are looking for opportunities to pressurise management, suggesting current 

management are not representing shareholders best interests or are underperforming in some way… 

 

Jan: Yes, indeed. The most common claim is that the target company has “excess cash” that should, 

in one way or another, be distributed to shareholders. If you allow me, I could share with readers an 

interesting anecdote from my research. In the early 2010s I interviewed a few companies that had been 

targeted by activist hedge funds. One target was a medium-sized German firm that was active in an 

industry that faced a technological paradigm shift at that time. The firm had saved a lot of money in 

order to develop new technologies and a radically new business model that was fit for the new era.  

 
27 Note from Jamie: there is a terminological ambiguity here that might lead to confusion. All hedge funds are in a 

sense “active investors” insofar as they pursue strategies, creating positions and intervening in markets. The 

language use attaches to their higher fees (see Buffett’s wager). Activist hedge funds, meanwhile, is one of several 

categorisations of hedge funds (and as noted databases have a range of ways of ordering their categories and 

subcategories using such terms).  
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Jamie: So, they were creating scope to invest in research and restructuring… 

 

Jan: Apparently, the hedge fund had identified the firm as a suitable target among thousands of publicly 

listed firms around the world solely based on the quantitative finding of “excess cash” on the balance 

sheet. The CEO of the firm told me that while he was in New York during a corporate “road show” to 

institutional investors, the hedge fund invited him to their office. During the meeting the hedge fund 

manager demanded that the CEO agree to a special dividend to investors. When the CEO disagreed, 

the fund manager reportedly took an ancient rifle from the wood-decorated wall and said: “CEOs that 

don’t cooperate get shot in the knee.”  

 

Jamie: Not exactly textbook procedure… 

 

Jan: I don’t know if the CEO had exaggerated aspects of his conversation with the hedge fund manager 

in order to provide a memorable story; but it does convey an underlying insight. Activist hedge funds 

are relentless and ruthless once they spot an opportunity. Some hedge funds clearly constitute the most 

agile and the most aggressive investors out there. This can, however, raise interesting and quite 

surprising issues. For example, in 2021 the activist hedge fund Engine No. 1 forced the election of new 

board members with expertise in sustainability issues against the will of the top management of 

ExxonMobil (and notably with the support of major shareholders including BlackRock, Vanguard and 

State Street).28 

 

Jamie: Organizations you have a particular research interest in… 

 

Jan: Yes, indeed. It certainly was a bit surprising at the time to see large asset managers such as 

BlackRock and Vanguard supporting such a small and unknown activist hedge fund against an oil major 

such as ExxonMobil. While the episode increased the visibility of climate change and sustainability 

issues in corporate governance, in hindsight we can say that it remained a one-off action, probably with 

the aim to paint a public picture of caring about “green” issues. 

 

Jamie: Activists though, as we’ve mentioned a couple of times, are the ones you are most likely to see 

in the business press on a regular basis (since this can be part of their tactics). In early 2023 The Times 

newspaper, for example, reported research from Lazard identifying the most active of activists in recent 

years and specifically for 2022. According to the article: 

 
Source: Martin (2023) 

 

The consequences for activists’ targets are also much debated by researchers: do the firms they target 

become more effective investors (in R&D and so on), bigger employers, more valuable, profitable etc. 

afterwards (and what does this suggest in different contexts…).  

 
28 Note from Jamie: see for example, https://www.blackrock.com/corporate/literature/press-release/blk-vote-

bulletin-exxon-may-2021.pdf  
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Jan: A lot of research indicates any gains are shareholder-centric and short-lived, while there are often 

long-term impacts on other stakeholders…29 

 

Jamie: OK, let’s move on to fixed income hedge fund strategies. These specialise in investing in bonds 

(sovereign, municipal or corporate). Would you say they are similar in their practices to equity hedge 

funds? 

 

Jan: In some ways. Many fixed income hedge funds try to identify and exploit “mispricing” of securities. 

They use arbitrage and this takes two typical forms. First, arbitrage between high yield (high risk) and 

low yield (low risk) securities. For example, historically some countries’ securities tend to be periodically 

slightly overvalued because they are deemed low risk (especially high-quality assets used throughout 

the finance system for liquidity management, such as long dated US Treasuries), while others tend to 

be periodically undervalued because they are deemed higher risk (such as Russian sovereign debt) – 

the details and justifications of this matter less than the observation that this happens. So, some hedge 

funds create portfolios designed to profit from “price corrections” in these two differently behaving sets 

of securities, often through interest rate swaps derivatives. Others look for mispricing in convertible 

bonds – these are securities that can be converted at a fixed price into shares in the company that 

issues them. For most readers the former is likely familiar from the collapse of the hedge fund Long 

Term Capital Management (LTCM) in the late 1990s, though arguably the problem with LTCM was that 

it was massively overleveraged.  

 

Jamie: There are several good summaries of what happened (e.g., Edwards 1999; Lowenstein 2002).30 

LTCM was founded in 1994 with $1.25 billion in funding (and $100 million provided by the GPs) – 

original investors were required to put in at least $10 million with no withdrawals in the first three years. 

The fund had 16 general partners, including former Salomon Brothers bond trader John Meriwether, 

and “Nobel prize” (Swedish Bank prize) winning economists Myron Scholes and Robert Merton. Given 

what happened it is somewhat ironic that they were awarded the prize (in 1997) for their contributions 

to formalising derivatives pricing.31 

 

The fund used a massively leveraged version of fixed income arbitrage and in 1998 had about $5 billion 

in equity, but borrowed more than $125 billion (a leverage ratio of more than 20:1). It came to grief 

because it had a long position on high yield (high risk) securities and a short position on low yield (low 

risk) securities (much of this constructed using derivatives whose notional value at the start of 1998 

was over $1 trillion, including interest rate swaps). The East Asian financial crisis of 1997 and then 

Russian debt default in 1998 started a “flight to safety” which meant the value of low yield securities 

(US treasuries etc) continued to rise and high yield securities continued to fall (the opposite of LTCM’s 

bet – yield spreads widened rather than narrowed). As with any massively leveraged position, the fund’s 

equity base was too small to cover its rapidly changing financial position, and such a large failure would 

be a major impairment to banks that had financed the hedge fund. Moreover, since LTCM was a major 

 
29 For issues see Part III Cumming, Johan and Wood (2021). For examples of research see Cremers, Masconale 

and Sepe (2016); Desjardine and Durand (2020); Brav, Jiang and Kim (2010, 2015); Brav, Jiang, Ma and Tian 

(2018). Brav and collaborators are broadly supportive of HF activism. See also the Forbes profile on Carl Ichan 

https://www.forbes.com/profile/carl-icahn/ and perhaps also the long Bloomberg Interview with Carl Ichan on 

activist investing from February 2022: https://www.youtube.com/watch?v=z00y3aWYRKs    

30 See, https://pubs.aeaweb.org/doi/pdfplus/10.1257/jep.13.2.189 See also President’s Working Group on 

Financial Markets (1999) https://home.treasury.gov/system/files/236/hedgfund.pdf      

31 See https://www.nobelprize.org/prizes/economic-sciences/1997/press-release/  
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holder of securities, uncontrolled sell offs would materially affect markets through a fire sale and defaults 

on its swaps would likely undermine the various investment banks who were its counterparties. With all 

this in mind LTCM approached the New York Fed in September 1998 and on September 22nd the Fed 

hosted a meeting of LTCM’s creditors (a consortium of banks) and a deal was announced the next day 

– the creditors put in over $3.5 billion in capital in exchange for 90% of LTCM’s equity. LTCM was 

gradually wound down and its GPs went on to manage other funds… 

 

Jan: Timothy Geithner was President of the New York Fed at the time and held that position until 2009 

when he was appointed Treasury Secretary by Obama. LTCM was one of the first signs that the 

financial system had evolved, becoming more complex, connected and vulnerable to contagions… and 

this, of course, became very obvious during the global financial crisis. Geithner joined private equity 

firm Warburg Pincus in 2014 and this is also indicative of the revolving door between the top echelons 

of government and high finance.  

 

Jamie: There’s a lot more we could say here regarding revolving doors and the formal and informal 

connectivity in government, regulation and finance and between alternative investment management 

organizations, banking and shadow banking… But we don’t want to get ahead of ourselves, and we are 

still setting out the main categories of hedge fund strategy.32 In any case, this seems a convenient point 

to introduce “global macro” strategies.  

 

Jan: I mentioned previously that in the 1980s hedge funds expanded both in terms of segments of 

financial markets they operated in and geographically. Global macro hedge funds undertake 

macroeconomic analysis and look for trends in the world that might lead to some major event and then 

they seek some way to build an investment position that will profit from that event happening. So, there 

is no hedging involved in the traditional sense… 

 

Jamie: And seemingly there is no limit to what a global macro hedge fund might be anticipating… 

 

Jan: Perhaps. But the main focus tends to be things like a currency devaluation, a movement in interest 

rates, an economic downturn and collapse in valuations of targeted assets, big changes in commodity 

markets (that the hedge fund is anticipating via forecasting of shortages etc.)… often things one can 

create a position on using derivatives… 

 

Jamie: And historically this has been an evolving set of opportunities, since new financial instruments 

are sometimes developed, creating the scope for positions to be created and bets taken… 

Collateralised debt obligations (CDOs – a structured debt security), credit default swaps (where 

someone pays a premium to a counterparty who agrees to make a pay-out if some triggering “credit 

event” defined in the contract happens in the world – CDS are a quasi-insurance instrument, since one 

doesn’t have to own the asset the contract is drawn on) and so on. 

 

Jan: You are obviously referring here to the global financial crisis. But an earlier well-known example 

is George Soros’s Quantum Fund bet that the UK could not maintain its exchange rate within the 

European Exchange Rate Mechanism. As older readers may recall, the ERM was introduced as a step 

in reducing currency volatility between member states of the European Economic Community as part 

of the development of conditions for the introduction of a single currency. Since the German economy 

was the strongest in Europe all other currencies were fixed to the Deutsche Mark with allowance for 

some deviation. The UK was experiencing far higher inflation than Germany at the end of the 1980s 

 
32 For general issues see, for example, Seabrooke and Henrikson (2017); Seabrooke and Tsingou (2021). 
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and early 1990s. Differences in inflation lead to different interest rate policies by central banks and this 

tends to make the value of currencies diverge, an obvious problem for the ERM.  

 

Jamie: The problem though wasn’t just for the UK, Germany was also undergoing unification and Soros 

and other market analysts though this made its economy a poor benchmark for the rest of Europe…  

 

Jan: The Bank of England had an additional problem because its very high interest rates were 

recessionary. Interest rates would have to fall, but this and economic weakness placed downward 

pressure on Sterling. The Bank of England was forced to buy Sterling in order to maintain its fixed rate 

and was doing this throughout 1990 to 1992. Soros like many others thought the Bank of England 

couldn’t continue to do this and Soros (as several others did) effectively shorted Sterling… According 

to reports in Forbes, in one month in September 1992 Soros made $1.5 billion and AUM of Quantum 

Fund increased from $3.3 billion in August to $7 billion in October (recall what I said earlier about 

occasional “spectacular” returns).33 

    

Jamie: Readers are probably not clear what we mean by shorting here and how it is done. It just means 

betting on a fall in value and speculators can position themselves to profit from this in various ways. 

The Forbes article from the time uses several simple examples to illustrate the potentials. The simplest 

system is just to borrow in the currency you expect to fall in value (e.g. the £) and then immediately 

convert it to the stronger currency and wait. For example, if I borrow £100 and then convert to the 

Deutsche Mark at the current rate (e.g. £1=2DM) I’d have 200DM. If Sterling were to fall in value against 

the Deutsche Mark (which is what I am betting will happen) (e.g. £1=1DM) I can buy £100 for just 

100DM to repay to the bank and pocket 100DM. I can further amplify my return by use of leverage. This 

use of the term “leverage” may seem odd since the initial example is already based on borrowing from 

a bank. But the amplification just means trading on margin – some hedge funds have good credit lines 

with banks and can trade on thin margins. As the Forbes article notes, if I place collateral of $50 million 

a hedge fund might undertake Forex trades of $1 billion (a 5% margin). The final step here is that a 

central bank is trying to defend its fixed exchange rate so is buying in the market. Speculative attackers, 

however, are (trading on margin) to sell the currency (converting to the stronger one). If a speculative 

process takes hold, it then becomes a question of relative proportions and who can or will carry on 

doing this longest. And, of course, as with so many other hedge fund strategies, similar effects can be 

achieved using derivatives… The hedge funds though are hoping they can turn the market. 

 

Jan: The whole depends on regulation that allows the flow of capital and then a banking system that 

will finance this kind of trading… and, of course, identification of vulnerabilities in systems…  

 

Jamie: Derivatives and the complexity of modern finance and its opportunities brings us to the other 

well-known example that we might describe as global macro and which I started to introduce before the 

Soros example… As books and films like the Big Short have made famous, various hedge funds made 

a fortune during the global financial crisis. Perhaps the most famous of these was John Paulson’s (not 

to be confused with Hank Paulson, Secretary of the US Treasury, prior to Timothy Geithner) bet on the 

GFC. Paulson & Co runs multiple funds and describes itself as a global merger, events arbitrage and 

credit strategy specialist, but is most famous for effectively shorting the US housing market in the run 

up to the GFC, and this arguably is global macro.  

 

Jan: Indeed, Paulson played a striking role in the GFC. The hedge fund ran by Paulson cooperated 

with investment banks, such as Goldman Sachs and Deutsche Bank, to create CDOs (collateralized 

 
33 Note from Jamie see: https://www.forbes.com/sites/steveschaefer/2015/07/07/forbes-flashback-george-soros-

british-pound-euro-ecb/  
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debt obligations).34 CDOs are complex structured finance products that are backed by a pool of debt 

instruments. Subsequently, Paulson & Co placed large bets on the collapse of these CDOs. Years later 

Goldman Sachs agreed with the SEC to pay a record-breaking $550 million fine to settle the case.35 

Keen observers, such as Zuckerman (2009) have argued that this behaviour by Paulson & Co led to 

more dangerous CDO investments and ultimately created big losses for those investors who held the 

CDOs. According to estimates, the hedge fund ran by Paulson made a staggering profit of $15 billion 

with such bets on a crash of the housing market in the United States. John Paulson himself earned 

roughly $4 billion in performance fees from this “greatest trade ever” (Zuckerman 2009).  

 

Jamie: Most of the major regulators, though, went on to suggest that hedge funds were not a major 

cause of the GFC and hedge funds put a lot of resources at the time into making themselves fall off the 

regulatory radar then…36  

 

Jan: Which was odd since, while the SEC and the FSB suggested that hedge funds were not a major 

cause of the GFC, their demand certainly was a key component in the production of CDOs and their 

investment strategies also created central nodes for contagion. Photis Lysandrou, for example, states:  

 

Had it not been for hedge funds’ intermediary position between the investors seeking 

yield on the one hand and the banks that created the high yielding securities on the 

other, the supply of these securities, known as collateralised debt obligations, would 

never have reached the proportions that were critical in precipitating the near collapse 

of the whole financial system… On the eve of the crisis at end-2006, hedge funds held 

about 47 per cent of the $3tn worth of CDOs while the banks held 25 per cent and 

insurance companies and asset managers held the remaining 28 per cent.37 

 

Jamie: It is though more than a decade since the GFC… 

 

Jan: Despite the “Volcker rule” and other initiatives, there has, however, been no fundamental change 

to the regulation of alternative asset management, including hedge funds. And shadow banking remains 

a widely recognised problem…38  

 

 
34 Note from Jan: The close connection between hedge funds and their “prime brokers” (large investment banks) 

is a key issue that needs more research; one study by Kellard, Millo, Simon and Engel (2017) has found indications 

that this elite nexus facilitates the emergence of “consensus trades” (i.e. herding) in the hedge fund community. 

35 Note from Jamie: for example, the SEC case in 2010 involving Goldman and Paulson focused on the synthetic 

CDO Abacus 2007-A1. The case raised numerous legal and ethical issues and Goldman vigorously defended its 

role. 

36 Note from Jamie: for a useful summary of prominent published works on the GFC from around the time see Lo 

(2012). 

37 This is from his Financial Times article: https://www.ft.com/content/e83f9c52-6910-11e1-9931-00144feabdc0 

See also Lysandrou (2011). 

38 Note from Jamie: on the Volcker rule see Morgan and Sheehan (2015). A prominent mainstream voice on 

financial regulation who consistently highlights issues regarding shadow banking is Daniel Tarullo. See, for 

example, Tarullo (2019) and the recent blog discussion of regulatory issues for non-bank financial intermediaries: 

https://www.brookings.edu/blog/up-front/2021/05/13/the-sec-should-and-can-pay-more-attention-to-financial-

stability/. Note also Daniela Gabor and various others have taken considerable interest in shadow banking and 

other key issues for “financialisation”. See: https://criticalfinance.org/about/ and more generally: 

https://www.youtube.com/watch?v=ojaF40M-bH0      
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As our discussion highlights, hedge funds are not like most other types of investors in contemporary 

financial markets; they are among the few kinds of actors that are able to move and shake markets 

from time to time. BlackRock and Vanguard, for instance, are giant asset managers – each, as I 

mentioned earlier, having more AUM than the entire hedge fund industry – but they do not seek to move 

markets, since the vast majority of their funds are index trackers. They could be likened to huge oil 

tankers that slowly cruise with the market. Many hedge funds, on the other hand, are more like agile 

and aggressive speed boats that race towards openings and opportunities – even if that means that 

other slower boats get into trouble. Occasionally, hedge funds have even been able to threaten the 

navigability of entire waterways with their trading strategies (i.e., impairing financial stability). Of course, 

every analogy has its limits, but what I would like to highlight with this is that hedge funds should be an 

important issue for researchers. Moreover, whenever a domestic financial regulator or international 

organization such as the IMF writes about financial stability risks, they invariably find themselves 

highlighting a potential role hedge funds might play. This does tend to indicate there is an issue with 

how they are regulated. 

 

Jamie: In any case, before we go on to a concluding discussion of how theory affects how the need to 

regulate hedge funds is framed, it might be worth just briefly summarising where we have got to… 

 

Hedge funds are a variant of “alternative investment management”, and typically consist of separate 

management firms (often partnerships) who solicit capital from institutional investors and HNWI for 

legally separate funds (of which they may manage several). The managers act as general partners 

(GPs) and the other investors become the limited partners (LPs) and are “passive”. Assets under 

management (AUM) has grown over the years, most of the investment is concentrated at a few multi-

billion-dollar firms (presided over by extremely wealthy management) and some research suggests 

there is quite rapid churn of funds (3 to 5 years). Hedge funds typically make use of regulatory 

exemptions (“safe harbour”) to avoid restrictions on the fees they can charge, the leverage they can 

apply, and the financial instruments they can use or invest in. Databases typically categorise hedge 

funds according to investment strategy, but these categories vary between databases – we have 

discussed or mentioned the common strategies found in all the main databases under one heading or 

another: equity (market neutral and long/short weighted), fixed income (bond trading), events-focused 

(which look for specific corporate events to exploit: debt-distress, mergers and acquisition, and activists 

that build a position in order to induce a payment to shareholders), global macro (which try to forecast 

some major macroeconomic event), funds-of-funds (which invest in a diversified portfolio of other hedge 

funds) and then more exotic categories, often responding to and chasing the latest financial or economic 

trend (AI, crypto etc).39  

 

Overall, the scope for variation in legal positioning, strategy and method applied by the hedge fund (the 

research undertaken, the quants used, the scope to make use of derivatives to build positions and to 

reduce the costs of taking that position, often involving profit from adverse events and thus extending 

the terminology of shorting well beyond simple equity trades etc.) makes it difficult to define what a 

hedge fund is. While most jurisdictions regulate hedge funds to some degree, and any activity they 

undertake on markets usually involves the same requirements for reporting as any other financial actor, 

hedge funds tend to limit the degree to which they report both their strategies and financial information, 

blending claims regarding necessary restriction on proprietary information and simple secrecy. Towards 

these ends there is often a difference between where a hedge fund is managed from and where it is 

 
39 Note from Jamie: if interested in something more comprehensive see Cumming, Wood and Johan (2021: pp. 4-

5 Table 1.1). The table includes CTAs/Managed Futures (Commodity Trading Advisors, the historic term used for 

derivatives specialists); and distinguishes Events (debt and mergers and acquisition) from Value funds (closer to 

activists as we have termed them). 
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legally located (most are managed from the main anglophone financial centres, but many are otherwise 

located in tax havens). Hedge funds follow the “two and twenty” fee model (a 2% annual management 

fee on invested fund capital and a 20% performance fee –  “carried interest” as it is sometimes called); 

but also apply a “hurdle” (a minimum return the fund must achieve before the performance fee is due) 

and a “high-water mark” (the performance fee only applies to returns that exceed the previous level of 

the fund, which is eligible for returns). Hedge funds market themselves as sources of absolute, non-

correlated returns based on “alpha” (supposedly a measure of the skill of the GP or special strategy of 

the fund) which leads to claims that hedge fund returns consistently beat the market average and in 

principle are always positive (justifying the high fees). 

 

Jan: Before the concluding discussion on theory, we should also mention here something about the 

data, since this has also involved some dispute and is indirectly relevant to understanding the systemic 

problems that hedge funds might pose. We’ve already mentioned that the main way hedge funds are 

researched and discussed in economics and finance focuses on the investor point of view, often asking 

“are they worth it?”.  

 

Jamie: And behind this has been two related issues. First, reporting to databases by hedge funds is 

mainly voluntary, so there is a question mark over the quality of this data…   

 

Jan: It is widely reported that investors, when making decisions, tend to adjust downwards claims made 

about their returns by hedge funds. There has also been a lot of discussion over the years about 

“selection bias” in databases, since obviously it is the most successful hedge funds that have the most 

incentive to report to databases and therefore the database may not be representative of the “universe” 

of hedge funds. 

 

Jamie: Historically this has also involved controversy over practices such as “back-fill”. When a hedge 

fund starts to report to a database its previous 3 months (or some period) of good reporting is also 

“filled” into the database, and conversely when the fund closes it is stripped out (“dead funds” are 

removed). Both tend to inflate the average return reported by the database – though, to be fair, many 

databases say they no longer follow these practices, but databases do in general continue to 

acknowledge that “survivor bias” is a problem that affects the representative nature of their statistics. 

This brings us to the second issue… 

 

Jan: There has over the years been some discussion of whether standard statistical measures often 

used in financial economics are appropriate for hedge funds. 

 

Jamie: We don’t want to over complicate here. So, probably the best way to introduce this is intuitively. 

Hedge funds are seeking higher than average returns (always trying to exceed what a market offers) 

and continually trying to exploit situations based on bets about what might happen (and while they try 

to do this in low-cost ways they are not necessarily “hedged”). They are highly active traders on most 

financial markets and often use leverage. Now, if you keep doing something over and over, eventually 

something that you don’t want to happen happens (your position – the bet – fails badly). If your position 

is leveraged, then it is easy for the equity base of the fund to be reduced and/or the fund to fall well 

below its high-water mark. In which case a hedge fund might be unable to continue (margin calls, asset 

sales, losses etc.) or find it convenient (since the managers have to return the fund to the high-water 

mark before they can start charging new performance fees) to either close the fund or transfer their 

attention to another (and this may be a reason why churn and a high attrition rate is sometimes reported 

for funds)… The implication is that “risk” may not follow a standard normal distribution as assumed in 

most financial models, it may involve “low probability high impact events” (which one is cumulatively 

exposed to) or simply misdiagnosed higher probability of something going wrong.  
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Jan: Put another way, in statistical terms hedge fund activity might be represented more appropriately 

by distributions that are “skewed” or involve “kurtosis”, rather than a normal distribution…. This is a 

point made a long time ago by, among others, Professor Harry Kat. See, for example, points 4, 5 and 

9 of his “10 Things That Investors Should Know About Hedge Funds” (Kat 2003).40 As you’d expect, 

hedge fund groups dispute these types of claims about statistical properties. 

 

Jamie: But the hidden risk issue might help to explain Buffett’s wager outcome… 

 

Jan: The more general point is that “fundamental uncertainty” as understood by Keynes may eventually 

apply – if the world changes sufficiently, then in some circumstances no frequency-based probability of 

the kind used for quantitative “risk” can be depended on.  

 

Jamie: So, the “Masters of the Universe” notion of very smart people using incredibly complicated 

models and sophisticated insights cannot, after all, mitigate some basic features of social reality… 

 

Jan: Perhaps even the opposite. Hedge funds continuously push risk in search of high returns, and 

often apply statistical models for quantitative trading systems. They are, therefore, always vulnerable 

to being undone by uncertainty, since in these cases the relationships between variables and the 

constants the models use break down. For instance, global climate change and regulations that seek 

to mitigate it could turn coal, oil & gas investments currently worth hundreds of billions of dollars into 

“stranded assets” that lose most or even all their value. It is simply impossible to use any kind of 

historical data to calculate these kinds of risks. 

 

Jamie: For our purposes though, the underlying issue is whether hedge fund activity is a continual 

source of vulnerability in the finance system. This takes us beyond an investor point of view to issues 

of financial stability and brings us finally to our concluding discussion of how theory affects how the 

need to regulate hedge funds is framed.  

 

Jan: We’ve mentioned efficiency and other terms often used in finance, such as liquidity, a few times 

now. So maybe the best way to approach this concisely is for you to summarise the standard theory 

case for hedge funds and for me to then respond and close with the alternative.  

 

Jamie: OK. Over the years hedge funds and their professional organizations have worked hard to 

normalise themselves within the finance system. A main way in which this has been achieved is by 

invoking (implicitly and explicitly) “efficiency”. Hedge funds claim to contribute to efficient markets in 

various ways. The simplest way to explain the underlying argument is to begin from a short explanation 

of Eugene Fama’s efficient market hypothesis (EMH), while noting this will produce a few 

inconsistencies later… 

 

The easiest way to begin an explanation of the EMH is from the idea that there are no “free lunches” in 

an efficient market. The assumption is that a market is an arena of (financially relevant) information 

processing. In an efficient market all information is freely available and all existent information is already 

processed and thus reflected in current choices and hence prices of whatever the financial assets in 

the market are. Only new information can affect prices because, by definition, existent information is 

already incorporated. Since future information could be either good or bad, then the introduction of new 

information (as time passes) occurs in a fashion similar to a coin toss (and a 50:50 process leads to a 

 
40 See also: https://papers.ssrn.com/sol3/papers.cfm?abstract_id=310227  
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“random walk” situation that exhibits normal distribution). In this situation, no investor has an information 

advantage and an investor is no more likely than any other to be able to guess what will happen. 

Moreover, given that information is the basis of price signals, through competition price signalling flags 

the best use of capital at the same time as markets clear and equilibrium is achieved. So, in the EMH 

(though it is not entirely clear that Fama consistently claimed this) an efficient market is Pareto efficient, 

allocatively efficient and dynamically efficient. Efficient markets make best use of capital. For Fama, 

however, a market may be more or less efficient and thus exhibit strong, semi-strong or weak efficiency 

(depending on how freely available information is and how long it takes to be assimilated by “the 

market”).41 

 

Now, if we return to hedge funds, we can summarise the case proponents make with efficiency as 

context. Hedge funds are the most active traders on many markets. They are, therefore, sources of 

liquidity (which means there is always a ready buyer or seller of the financial asset). Since price signals 

are information (in response to information) then a liquid market involves more information and more 

rapid “price discovery”, which, in turn, implies accelerated clearing and equilibrium convergence. Hedge 

funds seek out weaknesses to exploit and this can provide more granular information: focused on 

mispricing, underperforming stocks, failed business models, poor corporate strategy or macroeconomic 

policy. Hedge funds are sources of discipline to other market actors and even when destructive this is 

“creative destruction” freeing capital for alternative uses. The implication is that it doesn’t matter if you 

approve of hedge funds or think of them as ethical actors, they serve a beneficial purpose in competitive 

capitalism (though advocates tend also to argue that accusations of excessive risk, secrecy and 

unethical behaviour are “myths”; see Wilson and Willis 2017). In a sense, invoking “efficiency” (whether 

explicit reference is made to the EMH or not) is an act of pre-persuasion, since debate regarding 

regulatory intervention and oversight is being positioned within a framework of concepts that is 

favourable to advocates of hedge funds.42  

 

Jan: There are numerous objections one might make regarding the use and abuse of the concept of 

efficiency. Whether markets can be “efficient” in the sense the EMH implies turns in part on whether 

the assumptions are realistic and/or their lack of realism is irrelevant to the theory. There is, of course, 

 
41 Note from Jamie: this is necessarily a simplified and reduced form of a life’s work. Eugene Fama completed a 

PhD in 1964 at University of Chicago titled “The behaviour of stock-market prices” (published 1965). His main claim 

was that stock market prices are impossible to predict in the short run since they follow a random walk. Fama 

shared concerns with short term returns prediction with Louis Bachelier’s work in 1900 and in the 1960s with Benoit 

Mandelbrot and Paul Samuelson. Fama’s main distinguishing contribution was to suggest that in order to test that 

stock prices are in fact impossible to predict in the short run, you needed a comparison. Put another way, a measure 

of deviations from expected returns needs something to be a measure of deviation (which raises the question, what 

are expected returns?). For Fama, this was a market equilibrium position, which in turn needed a measure of 

expected stock returns i.e. an “asset-pricing model” (he called this his “joint hypothesis”). Once you have this 

modelling approach, the standard empirical test becomes a regression to look for deviations that cannot be 

accounted for. If there are none, then this is taken to be a confirmation that behaviour is rational and markets are 

efficient. Put slightly differently, differences are randomly distributed around 0 (hence one cannot predict short term 

returns and use this to consistently beat the market). As stated above, in his famous 1970 paper he introduced 3 

types of efficiency: weak (current prices reflect all historical information of past stock prices); semi-strong (current 

prices contain all publicly available information, so in addition to historic prices they incorporate fundamentals of 

companies from reports and also metrics and reports on general economic conditions); strong (current prices reflect 

all public and relevant private information, such as that available to company employees etc). The first two entail 

different scope for returns to the last since they do not contain all potentially profitable information. 

42 Note from Jamie: and as the Engine No. 1 example illustrates, there is also a movement to position a softer more 

socially conscious side of hedge funds – (and it is worth noting that hedge fund managers are high-profile 

philanthropists, and low-profile prolific political funders…). 
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also a debate in economics between advocates of the EMH and “behavioural finance” and famously 

Eugene Fama and Robert Shiller won the Nobel (Swedish Bank) prize for economics in the same year 

(2013) for essentially different theories.43 But as the academic and hedge fund manager Andrew Lo 

points out, in an essay making the case for an alternative “adaptive markets” theory, the EMH cannot 

be refuted because its underlying logic allows some explanation to be provided that always fits the 

evidence (put another way it is unfalsifiable).44 At its core though the EMH assumes economic rationality 

and a common agent processing information as though it were a homogeneous universal unit. Clearly, 

this is unrealistic. Information is produced from structures of relations and used differently to different 

purposes by different financial actors. There is a big difference between saying that markets work most 

of the time in some sense, and suggesting they are (because of this) more or less “efficient” in Fama’s 

sense. Equally, the failure to continually make excess returns (i.e., consistently beat the market) is not 

necessarily evidence of “efficiency” (i.e., that available information has been appropriately internalised 

or well-used). It seems far more realistic to suggest markets are complex and continually changing, 

which makes adequate prediction for outsize profit an exception that is difficult to repeat.    

 

In any case, while hedge funds invoke “efficiency” they claim to be sources of alpha and this seems an 

obvious tension. If alpha exists, is a market efficient? It is a stretch to suggest hedge funds are merely 

responding faster than others to “shocks” and are thus earning excess returns while promoting 

efficiency. There are today many hedge funds, and as we have discussed their trading is a significant 

proportion of financial markets, and many of their strategies involve no research on “fundamentals”. 

And, of course, hedge funds are happy to continually make use of behavioural biases, as they are 

called, in designing strategies.  

 

 
43 Note from Jamie: the prize also included Lars Hansen and strictly speaking was awarded for “empirical analysis” 

rather than theory or findings and this tactfully avoided the issue of difference (albeit it seems ridiculous for a prize 

that purports to be for “science” to award recipients for doing research when the findings may turn out to be 

contradictory). See Shabani and Toporowski (2015); compare, for example, Fama (1970) and Shiller (1981); and 

visit: https://www.nobelprize.org/prizes/economic-sciences/2013/fama/facts/ and  https://www.nobelprize.org/ 

prizes/economic-sciences/2013/shiller/facts/  

44 Note from Jamie: for a discussion of treatments of efficiency see Andrew Lo:   

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=991509. Overall, this requires some background: Fama’s 

work is a moving target. While Fama began by using a simple capital asset pricing model (CAPM) approach of the 

kind developed by Sharpe, over his career he developed more sophisticated calculations of asset pricing. The 

CAPM focuses on betas (the average stock price, encapsulating its “normal” response to changes in the market), 

but he later developed with Kenneth French the “three-factor” model (which added a market value factor i.e., the 

difference in returns between small and big stocks; and a book-to-market value factor i.e., the difference between 

returns for high and low book-to-market stocks). Finally, French and Fama also argued that expected returns vary 

with economic conditions, with the intention of establishing that this background difference was also rational. This 

was used to explained some of what Robert Shiller and others were claiming established markets were irrational. 

Shiller’s main focus was that efficient market theory implies that the price of a stock is equal to the expected present 

value of its future dividends (so an efficient market is in effect one whose optimal forecast is the same as actual 

stock prices and changes in stock prices are overwhelmingly related to new information on future dividends). 

Shiller’s famous work identifies that volatility in stocks over time is far greater than a calculated ex post rational 

price so there is too much volatility for the market to be behaving in an underlying efficient way. He went on to draw 

on psychology to suggest that stock price movements are influenced by attitudes and fashions – as such, stock 

prices (and other financial assets) will respond to investor demand and this itself leads to another self-fulfilling 

round of increase and so on (generating a speculative bubble) – this was the subject of his book Irrational 

Exuberance (the first edition focused on the dotcom bubble and the second on the housing bubble in the US). 

Shabani and Toporowski (2015). 
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Jamie: So, there is something of a problem in claiming to be contributing to something that can never 

be the case (if efficiency requires assumptions about the building blocks of information processing that 

are not features of financial agents or the structures through which they act) and in making a claim to 

legitimacy that seems to implicitly entail that everything other than hedge funds can be a source pushing 

a market away from an efficient outcome?45  

 

Jan: Well, hedge funds obviously make mistakes and will recognize that…It should also be kept in mind 

that hedge funds are probably quite comfortable with the various inconsistencies an academic might 

identify. The purpose of a hedge fund is not to fulfil an abstract concept, but to achieve financial goals. 

In alternative terms, it makes a lot more sense to view this as the activity of actors with positioned power 

and then to look at various aspects of that system and the power it affords. 

 

More generally, if we look at the idea of liquidity. One crucial problem with the belief in “efficient” 

(financial) markets and the importance or benefit of liquidity is that historically we have seen that 

financial markets can work relatively well in good times (they seem liquid) but are prone to occasional 

deep crises, in which the state has to intervene to save the system (liquidity disappears).  

 

Jamie: In any case, endogenous crisis does not fit well with a theory of efficient markets… 

 

Jan: There is an old saying attributed to Michael Milken, the “junk bond king” of the 1980s: “Liquidity is 

an illusion. It's always there when you don't need it, and rarely there when you do.”46 According to very 

sophisticated models by Goldman Sachs, the chances of the global financial crisis happening the way 

it did in 2007 and 2008 were so low that such events were thought to only occur once every 100,000 

years.47 Quite obviously, the historical data and the models used were just not appropriate to forecast 

the future. So arguably one main pillar of “efficient” markets in finance is in reality way more fragile than 

assumed by most proponents.  

 

Jamie: And one might note here that “liquidity” implies there is always a ready buyer and seller in a 

market. Hedge funds do not necessarily supply that kind of service to a market. Their liquidity provision 

can be asymmetric. 

 
45 Note from Jamie: there is a great deal more nuance to this debate than can be represented here, and the issues 

extend further than Fama and Shiller. See, for example, Guerrian and Gun (2011); Malkiel (2003); Samuelson 

(1965) and Mandelbrot and Hudson (2008). Shabani and Toporowski (2015), for example, note that neither Fama 

or Shiller are directly testing the hypothesis, they are testing and giving different reasons for the mean reversion of 

prices and the ability of stock prices to predict prices (in terms of the negative that stock prices or returns are 

difficult to predict). They identify two fundamental flaws with this. First, the assumption is that financial investors 

are holding a preferred portfolio and continually trading in response to information in which prices reflect changes 

in portfolios in response to calculation of expected returns. But if the calculated future yield on stocks is continually 

changing in response to new information then a rational investor would not have any incentive to respond to the 

next change because they know it will not last and cannot be relied upon. As such, they would plan portfolios 

differently in terms of how they approach returns. In any case, most asset portfolios are held by institutional 

investors not individuals. Second, it is inconsistent to assert that portfolios are adjusted on the basis of new 

information while neglecting the interdependency with primary markets for issuance of shares and for financing of 

the real economy. Fixed capital investment draws capital away from financial trading of existing assets. There is, 

moreover, a broader context of liquidity and financing long-term liabilities. 

46 Note from Jamie: for background issues see, for example, Chan, Dimitrijevic, Perez-Gorozpe, Tesher, and 

Waters (2019). 

47 Note from Jamie: for an analysis of how hedge funds exited markets during the global financial crisis see: 

https://www.tandfonline.com/doi/full/10.1080/1331677X.2020.1782245  
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Jan: Liquidity is also a contestable term since hedge funds like any other financial agent (and perhaps 

more so in some cases) can become sources of forced selling of assets when positions fail, and this 

can lead to contagion in a highly interconnected finance system. Conversely, sometimes hedge funds 

can act as sources of “information” that has effects that might not have happened without them.48 For 

example, many hedge funds have recently been holding short positions on regional and medium sized 

US banks. Is this highlighting a problem or adding an additional source of fear to a system prone to fear 

effects? At time of writing regulators were considering a shorting ban… 

 

Even if we accept, for the purposes of argument, that financial markets are fairly good mechanisms to 

aggregate information in the short term, they are much less so concerning developments that have a 

small impact in the very near future but potentially a very large impact a few decades from now. Put 

differently, big negative externalities (especially ones that develop relatively slowly) are likely outside of 

what financial markets are able to perceive and process. 

 

The most important development for the global political economy in the long term is climate change. 

The scientific findings about the impact of climate change are reasonably clear – if greenhouse gas 

emissions are not brought down significantly in the next few decades the chances of disastrous 

consequences in the second half of this century are pretty high. Financial markets play an important 

role for climate change mitigation – they can either greatly help or they can greatly hinder efforts by 

states and corporations.  

 

Jamie: And hedge funds? 

 

Jan: Hedge funds do matter here, because as we have discussed they are the most active traders in 

many key segments of financial markets and are thus influencing the “price discovery” process (if we 

mean by that what people will pay rather than some fundamental sense of what they ought to pay). In 

turn, the prices of oil & gas or the value of fossil fuel reserves on corporate balance sheets strongly 

influence the expectations and the capital flows of many other actors on financial markets. I would argue 

that climate change is a prime example of “fundamental uncertainty” as understood by Keynes. Neither 

the analysis of historical price data nor the use of real-time “big data” will be well suited to predict the 

impact of climate change. 

 

The increasingly robust findings of climate science suggest that much of the fossil fuel reserves have 

to remain in the ground if humanity wants to limit global warming to an extent that is still manageable. 

Obviously most financial market actors, including hedge funds, do not base their investment decisions 

on such a long-term perspective. Instead, producing and selling oil and gas is a highly profitable 

business, and the current market valuations of the publicly listed oil majors reflect this short-term 

profitability. In the words of the controversial hedge fund manager Crispin Odey: “They [big institutional 

investors] are all so keen to get rid of oil assets, they’re leaving fantastic returns on the table.”49  

 

Jamie: This willingness to facilitate a pathological aspect of a pathological system is not market failure 

in the sense an economist understands that term (an externality issue, to use terminology you 

previously introduced), it is a failure induced by leaving a key aspect of the fate of the species to markets 

 
48 Note from Jamie: for general issues regarding performativity in economics and finance see, for example, Callon 

(2007). 

49 Note from Jan, see: https://www.ft.com/content/ed11c971-be02-47dc-875b-90762b35080e  
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in the first place… or at least of not creating an institutional framework for finance that is appropriate… 

something I expect you have considerable interest in… 

 

Jan: There is a long tradition in ecological economics of critique of the limitations of the concept of 

externalities.50 But in this case, it is possible that the massive divergence in assessing climate change 

may lead to what has been called a “climate Minsky moment” – a sudden change of expectations by 

financial market actors and a concomitant collapse in carbon-intensive asset values. Hedge funds (and 

private equity funds) do matter for such a scenario because they are especially able to use high financial 

leverage to bet on what they perceive as a massive mispricing. Moreover, many hedge fund managers 

have acquired such great wealth that they simply might not care about the disastrous effects of climate 

change because they think they will be able to protect their families and themselves. In fact, it is 

estimated that currently there are 47 hedge fund billionaires with combined net worth of $312 billion.51 

 

This leads me to reflect on the fundamental role and purpose of financial markets for our economies 

and societies. Financial markets can be a valuable mechanism to aggregate information (whatever 

issues we have discussed regarding the nature of information); they can work relatively well in 

processing short-term information and the prices they provide are important for corporations and 

investors. Whatever their faults, they are coordination systems. However, one of the crucial questions 

of our times is whether financial markets could fulfil this useful function while consuming far fewer 

resources.  

 

Jamie: And there are, it should be noted, more and less radical approaches to the future of finance with 

climate emergency in mind…52 

 

Jan: Since our subject is hedge funds it does matter if many of the brightest minds of every student 

cohort choose to work for hedge funds (or other lucrative Wall Street firms) instead of researching 

ground-breaking energy storage solutions or other technologies that are essential to mitigate climate 

change. 

 

Jamie: This general point is associated with the idea of the “Finance Curse”, discussed by many in 

critical political economy of finance.53 

 

Jan: This seems a good place to conclude. In the documentary “Inside Job” Andrew Sheng, Chief 

advisor of the China Banking Regulatory Commission says: “A real engineer builds bridges, a financial 

engineer builds dreams. And when those dreams turn out to be nightmares other people pay for it.” 

Arguably financial markets are able to be very useful but at the same time very harmful to society. This 

 
50 Note from Jamie: for context see, for example, Spash (2002). 

51 Note from Jan, see: https://www.forbes.com/sites/hanktucker/2023/04/04/the-richest-hedge-fund-managers-

2023/. Note from Jamie: for a discussion of her book Hedged Out (which covers what we might call an anthropology 

of hedge funds, inequality etc.) see Neely: https://www.youtube.com/watch?v=1ecSMrLn0Vc For an earlier work 

on hedge fund elite power see Mallaby (2010). More recently see Brett Christophers on hedge funds and private 

equity in an “asset manager society”. Visit: https://www.theguardian.com/ 

commentisfree/2023/may/25/hedge-funds-capitalism-risk-asset-managers-tax  

52 Note from Jamie: see, for example, the interview discussion of Carney etc. in Baker and Morgan (2021); Alves, 

Santos and Penha Lopes (2022); Dafermos, Gabor, and Michell (2021). Debate extends all the way to abolishing 

money rather than repurposing it, see Nelson (2022). 

53 Note from Jamie: see, for example, Christensen, Shaxson and Wigan (2016); Shaxson (2018); Seabrooke and 

Wigan (2022); Cecchetti and Kharroubi (2015). 
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is captured by the term financialization. Financialization focuses on power and its consequences and 

has led to much fruitful research in recent years.54 There are indications that in fact smaller financial 

markets would be better for society. Hedge fund managers are the apex financial engineers. To refer 

to the title you suggested for this interview, while we haven’t got around to fully discussing all of the 

issues we raised regarding research and regulation, hedge funds certainly do matter.55 
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Abstract 

Exchange-Traded Funds (ETFs) have revolutionized the asset management industry with 

their ability to generate market liquidity in fundamentally illiquid markets, such as the over-

the-counter (OTC), dealer-intermediated corporate bonds market. ETFs were created 

through the assetization process, which gave the index an exchange value or revenue-

generating ability. As the ETFs are now at the forefront of the market-based finance, the 

focus will be on positioning ETF shares in the hierarchy of money and how this amounted 

to a new form of shadow money. This positioning in the hierarchy of money allows us to 

analyze the moneyness of corporate bond ETF shares. This analysis is crucial because 

Covid-19 pandemic crisis revealed that many corporate bond ETFs traded at all-time high 

discounts between the shares price and Net Asset Value (NAV). As such, this paper aims 

to demonstrate the three main causes behind this moneyness dysfunction, (a) the 

malfunctioning of the arbitrage mechanism during significant sell-offs, (b) the inventory 

management practices of certain ‘authorized participants’, and (c) the liquidity 

mismatches. This moneyness dysfunction was only alleviated when the Federal Reserve 

expanded its innovative post-crisis instruments and began purchasing ETF shares. This 

highlights the increasing relevance of this novel form of shadow money in the post-crisis 

era. 

 

Keywords: exchange-traded funds, moneyness, assetization, asset management, 

Federal Reserve. 
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Introduction 

 

Since the Global Financial Crisis of 2007-2009 (GFC), asset managers have emerged as dominant 

players in financial markets (Kay, 2012), marking the definitive arrival of the “age of asset management” 

(Haldane, 2014: 2). This evolution of asset management began in the 1970s but gained momentum 

with the regulatory changes imposed by the Financial Stability Board (2015). These changes aimed to 

curb the so-called ‘toxic’ shadow banking activities and facilitate a shift towards collective investment 

schemes. However, in the post-crisis era, it is not asset management as a whole that has grown 

significantly, but rather passive management. Passive management primarily involves replicating 

market indices, such as the S&P500, with considerably lower costs. The key institutions driving this 
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index-based approach are Exchange-Traded Funds (ETFs) and index funds. The rise of passive 

management has profound implications for corporate power (Jahnke, 2019), which is closely tied to the 

‘delegation’ of investment decisions. In other words, passive management relies on delegating 

investment choices to index providers (Petry et al., 2019). Index providers hold significant influence 

over financial flows through the decisions they make. However, the importance of the index business 

extends beyond facilitating the listing of ETFs on exchange-run trading platforms (Petry, 2020); it also 

involves the creation of these ETFs. 

 

The creation of ETFs relies on a process called assetization, which involves assigning exchange value 

to things that previously held only use-value. While the existing literature has predominantly focused on 

assetization within the context of real estate (Wu et al., 2020; Christophers, 2021; Stirling et al., 2023), 

this paper contends that assetization has evolved to encompass the creation of novel and dynamic 

asset forms that are accessible to institutional cash pools, including ETF shares. 

 

Therefore, we argue that assetization has given rise to ETFs, which stand as one of the main financial 

innovations of recent decades. This paper aims to delve into the analysis of corporate bond ETFs, a 

distinct component compared to equity ETFs, but one that experiences more significant changes in 

liquidity conditions. ETFs are widely acknowledged for their inherent ability to generate market liquidity 

- the ease with which an asset can be traded (Brunnermeier & Pedersen, 2009) - due to higher trading 

volumes and tighter spreads compared to the underlying securities market, particularly the OTC 

corporate bond market. The evolution of ETFs underscores their significance in market-based finance. 

Given the increasing relevance of this financial instrument, the primary focus of this paper is to position 

ETF shares within the hierarchy of money. Consequently, the initial objective is to analyze ETF shares 

from the perspective of shadow money literature. Shadow money refers to private credit instruments 

that functionally resemble traditional forms of money (Murau & Pforr, 2020), acting as substitutes for 

commercial bank deposits (Ricks, 2011). The literature exploring shadow money has flourished in 

recent years with numerous authors examining their role within the shadow banking system (Gorton & 

Metrick, 2012; Adrian, 2014; Pozsar, 2014; Murau, 2018). The evolving nature of the shadow banking 

system, with its capacity to generate new manifestations of shadow money over time (see Murau & 

Pforr, 2020), leads this paper to assert that ETF shares should also be acknowledged as a form of 

shadow money. This assertion is particularly relevant given the increasing significance of asset 

management in contemporary times (see Braun, 2016). 

 

The positioning of ETF shares within the hierarchy of money confers upon them a distinct moneyness 

and systemic significance as private credit instruments. Recognizing ETF shares as a form of shadow 

money and acknowledging their systemic significance, this paper further aims to investigate the 

moneyness of these instruments. Therefore, it specifically examines the moneyness of corporate bond 

ETFs during the Covid-19 crisis. While some studies highlight the resilience of these ETFs during the 

pandemic crisis (ICI, 2020; Blackrock, 2022), this paper contends that the moneyness of corporate bond 

ETFs has been significantly affected. Three factors that have impacted the moneyness of these 

instruments are identified in this paper: (a) the malfunctioning of the arbitrage mechanism during 

significant sell-offs, (b) the inventory management practices of certain ‘authorized participants’, and (c) 

the liquidity mismatches.  

 

The novelty of this paper lies in making a case for including ETF shares as a form of shadow money 

within the hierarchy of money, as well as analyzing the moneyness of corporate bond ETFs during the 

pandemic crisis. Examining the moneyness of these instruments will provide insights into the reasons 

behind their deviation during this period of distress and shed light on the role played by the Federal 

Reserve (Fed) in stabilizing this market, thereby highlighting once again the central bank’s role as a 

dealer of last resort in recent years (Mehrling, 2011). By analyzing the moneyness of this innovative 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386


real-world economics review, issue no. 104 
subscribe for free 

 

 51 

form of shadow money, this paper has implications for financial stability and the implementation of 

monetary policy in the era of market-based finance. 

 

For empirical analysis, this paper uses the Covid-19 crisis as a case study. To ensure empirical 

relevance, methodological triangulation is employed, incorporating primary, secondary, and tertiary 

sources. Primary sources consist of research papers from supranational financial institutions (e.g. 

International Monetary Fund) and press articles from reputable financial newspapers (e.g. Reuters and 

Bloomberg). Secondary sources encompass papers and books specific to the analyzed topic. Tertiary 

sources involve quantitative data that complement the primary and secondary sources, such as 

statistics on the Secondary Market Corporate Credit Facility (SMCCF). 

 

The paper is structured into six subchapters. The first subchapter provides a brief overview of the 

shadow money literature and the assetization process. The second subchapter presents a theoretical 

examination and a concise comparison between ETFs and index funds. The third subchapter 

incorporates ETF shares into the shadow money literature and elucidates the concept of moneyness. 

The fourth subchapter conducts an empirical analysis of the factors that affected the moneyness of 

corporate bond ETFs during the Covid-19 pandemic crisis. The fifth subchapter examines the role of 

the Fed in supporting the ETF market. Finally, the last subchapter presents the conclusion of the paper. 

 

 
1. From shadow banking to market-based finance. A short overview of assetization 

 

There is a broad consensus that the GFC was caused by the shadow banking system. The Financial 

Stability Board (FSB) was the first institution to provide a definition of this system, characterizing it as 

“credit intermediation involving entities and activities outside the regular banking system” (FSB, 2011: 

1). This credit intermediation occurs through a wide array of financial institutions, including private equity 

firms, hedge funds, money market funds (MMFs), and special purpose vehicles (see Pozsar, 2014). 

Together, these institutions form a structure for liquidity intermediation. Liquidity is brokered between 

cash-rich financial entities, such as MMFs, and security-rich institutions, such as hedge funds. This 

intermediation primarily occurs through the use of shadow liabilities or shadow money, which possess 

varying degrees of moneyness (Bonizzi & Kaltenbrunner, 2020).  

 

In the literature, several theories attempt to define shadow money. One theory, proposed by Mitchell 

(2017), argues that shadow banks cannot effectively contribute to money creation. Another theory, put 

forward by Gabor and Vestergaard (2016), asserts that only repurchase agreements (repos) can be 

considered a form of shadow money due to their collateralization. However, in contrast to these 

theories, Morgan Ricks (2011) and Zoltan Pozsar (2014) adopt a broader perspective on shadow 

money. This paper aligns with their approach, recognizing that various forms of shadow money have 

emerged since the 1970s. Examples include asset-backed commercial papers (ABCPs), MMFs, 

overnight repos (O/N repos), and foreign exchange swaps (FX swaps), which serve as wholesale 

money market instruments. Consequently, this paper focuses on introducing ETF shares into the 

hierarchy of money, analyzing the criteria that determine an instrument’s status as shadow money. 

 

As indicated, the shadow banking system enables financial institutions to funds transactions in capital 

markets via money markets, using shadow money. Therefore, this system can also be described as a 

“money market funding of capital markets” (Mehrling et al., 2013: 2). Furthermore, within the realm of 

the shadow banking system, a continuous process of financial innovation has taken place, giving rise 

to the aforementioned forms of shadow money, as well as novel structured products. Securitization and 

assetization are two such processes that have facilitated financial innovation, serving the purpose of 

expanding the availability of safe assets (Gabor & Vestergaard, 2016), as well as enabling leverage 
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(Sgambati, 2016). Securitization is the process of bundling, segmentation, whereby non-tradable assets 

(i.e. mortgages) become liquid and tradable (Gorton & Metrick, 2012). These structured products are 

created using shadow money. For instance, ABCPs were issued by special investment vehicles (SIVs) 

that were then actively involved in the aforementioned bundling process. These instruments were 

significantly affected during the GFC. 

 

However, despite the loss of moneyness experienced by various forms of shadow money during the 

GFC, such as ABCPs (Murau, 2017), we have witnessed the emergence of new shadow instruments, 

including ETF shares, as we will argue. Otherwise put, there has been a post-crisis shift in the shadow 

banking sector towards what is now referred to as market-based finance. This is defined as “the system 

of markets, non-bank financial institutions and infrastructure which, alongside banks, provide financial 

services to support the wider economy” (BoE, 2021: 3). This transformation was initiated by the 

Financial Stability Board (2015), which aimed to enhance the resilience of the shadow banking system 

by implementing stricter regulations on securities lending and collateral frameworks. 

 

This shift resulted in a general trend of “flight to simplicity and transparency” (Adrian & Jones, 2018: 

11), moving away from the ‘opaque’ shadow activities that contributed to the magnitude of the GFC. 

Market-based finance has thus evolved into what is now known as the ‘age of asset management’, 

where asset managers play a more prominent role in the global financial system while engaging in 

fewer risky shadow banking practices (Adrian & Jones, 2018). Consequently, new financial 

intermediation chains with reduced interconnectivity have been established, accompanied by a 

significant increase in the number of collective investment vehicles. These collective investment 

vehicles now constitute 60 percent of the entire shadow banking sector, surpassing the size and growth 

rate of securitization (Adrian & Jones, 2018). As a result, collective investment vehicles have gained a 

much more crucial role in global non-bank credit intermediation compared to other non-bank credit 

intermediation institutions, as evidenced by figure 1. 

 

 

Figure 1. Non-bank Credit Intermediation post-crisis 

 
Source: Adrian & Jones 2018 

 

The second mechanism at play is assetization, which underlies the emergence of ETFs. As a brief 

definition, the concept of assetization points to contingent processes which turn all manner of things 

into assets (Langley, 2020). Unlike securitization, assetization differs in the slicing and bundling 

process. Securitization involves bundling a debt and selling it to institutional investors who are primarily 
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interested in the specific “bit of material asset” (Sassen, 2012: 79) within the structured product. On the 

other hand, assetization entails the conversion of a portfolio with a specific composition into a tradable 

investment product. The aim of assetization is not to segment the portfolio into multiple parts but rather 

to treat the portfolio as a single revenue-generating asset (Birch, 2015). In essence, this mechanism 

generates and extracts a continuous stream of revenue (or exchange value) from non-tradable assets 

that previously had only use-value. 

 

In the case of ETFs, assetization is the process of transforming an index portfolio with a specific 

composition into an effective and tradable investment product. An index itself is a non-tradable product 

for economic agents or firms without a direct exposure to that index. It only holds use-value as it serves 

as a numerical representation of the performance of the stocks or bonds comprising the index (Petry et 

al., 2019). Only through the process of assetization, this index also obtains a revenue-generating ability. 

ETFs are widely recognized as one of the most significant financial innovations in recent years. They 

act as liquidity wrappers, designed to enhance liquidity in otherwise illiquid markets. The introduction of 

the first standalone ETF, Standard & Poor’s Depositary Receipts (SPY), also known as SPDRs or 

‘Spiders’, by State Street Global Advisors in January 1993 marked a milestone in their development. 

The success of this ETF and its perceived ability to generate market liquidity paved the way for further 

growth and expansion of these instruments. Post-crisis, the number of ETFs has substantially 

increased, aligning with the shift towards market-based finance, as depicted in figure 2. 

 

 

Figure 2. The post-crisis evolution of ETFs 

 
Source: Pitcher Partners, 2022 

 

 
2. Short comparison of passive investment – Index funds and ETFs 

 

The asset managers can be historically categorized into two categories: active managers and passive 

managers. Active managers aim to outperform the market and generate excess returns (or ‘alpha’) 

compared to the benchmark they operate in. Historically, the active asset management industry has 

been characterized as long-only and focused on relative returns (Pozsar, 2015). On the other hand, 

passive managers replicate indices such as the S&P500 or broad bond indices. Their objective is not 

to outperform the benchmark but rather to track it by replicating its composition. Passive managers will 

be the subject of the following paragraphs. 
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The history of passive managers is said to have begun in 1976 when Jack Bogle, an advocate of 

indexing and the founder of Vanguard, launched the First Index Investment Trust with $11.3 million in 

assets. Jack Bogle was inspired by two influential papers. The first paper is the Challenge to Judgment, 

published by Paul Samuelson, in which it was first stated that it is the opportune moment in which “some 

large foundation set up an in-house portfolio that tracks the S&P500 Index” (Samuelson, 1974: 18). The 

second paper, The Loser’s Game by Ellis (1975), was among the earliest papers that questioned the 

ability of active managers to outperform an index in the long run. It highlighted that institutionally 

managed funds in the sample were consistently falling behind the market represented by the S&P500 

average. These papers cast doubts on the effectiveness of active management and laid the intellectual 

groundwork for index funds (Bogle, 2004). This phenomenon was further reinforced after the GFC, 

where it was demonstrated that only 23 percent of active funds outperformed their passive counterparts 

over a 10-year period ending in June 2019 (Johnson, 2019). 

 

Passive investment can be broadly defined as encompassing index funds and ETFs, both of which 

provide investors with access to diversified indexed portfolios. Index funds resemble traditional mutual 

funds, receiving cash deposits and issuing shares based on the NAV of the fund (Kostovetsky, 2003). 

These deposits are then used to purchase bonds, stocks or other securities. However, index funds may 

experience tracking errors, which refer to their inability to perfectly replicate the performance of an 

index. One source of tracking errors in index funds is the cash drag effect (Kostovetsky, 2003). This 

effect arises from the maintenance of uninvested assets to meet redemption needs. In some cases, 

redemption needs can exceed the supply of uninvested assets, requiring the liquidation of certain 

securities to obtain the necessary cash reserves. The liquidations increase trading costs (Braun, 2016). 

Additionally, index funds lack a secondary market, with shares being bought and sold only at the end 

of the trading day at the market value of the underlying basket of securities (Braun, 2016).  

 

ETFs have been designed to tackle these challenges. In the following discussion, we will delve into the 

creation and functioning of ETFs, drawing comparisons to index funds. 

 

The creation process of an ETF through assetization follows a specific procedure. In the case of an 

equity ETF, it involves a create/redeem mechanism with an “authorized participant” (AP) playing a 

pivotal role. The process begins as the AP, typically a broker-dealer or a large financial institution, 

provides in kind a basket of securities that mirror the desired index. This predetermined basket 

corresponds to the objectives of the ETF. For example, if an ETF aims to track the FTSE 100, the AP 

will purchase shares from each constituent of the index in the same weight as the index. Once these 

shares are acquired and delivered to the ETF provider, the AP receives ETF shares in return, referred 

to as ‘creation units’. These creation units are usually bundled in blocks of 50,000 shares and have a 

value equivalent to the underlying securities, priced based on their NAV. 

 

In the case of corporate bond ETFs, the functional principle remains the same, but the underlying 

securities consist of fixed-income instruments and broad bond indices, such as the S&P500 Bond Index, 

rather than equities. Additionally, the composition of bond ETF holdings differs from equity ETFs, as 

the share of bonds in the actual holdings is typically lower, sometimes less than 3 percent, due to less 

liquid nature and finite maturity of bond markets (Todorov, 2021). 

 

The AP also assumes the role of a price-NAV arbitrageur, which is significant for ETFs. ETFs have two 

primary prices: the price of ETF shares, determined on secondary markets and accessible to investors, 

and the NAV, which represents the value of the underlying assets. To ensure proper functioning of an 

ETF, the price-NAV ratio should converge. In this context, the AP aims to maintain the ETF share price 

at the NAV level. How does the arbitrage process unfold? When a premium occurs, meaning that ETF 

shares are trading at a higher price than the underlying securities NAV, the AP can acquire the 
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underlying securities and sell ETF shares on the secondary market. This activity brings the ETF share 

price closer to the NAV, allowing the AP to profit from the arbitrage mechanism of the price-NAV 

differential. Conversely, if ETF shares trade at a discount to the underlying securities, the AP can 

purchase these shares and redeem them for the underlying securities of the ETF, securities that can 

then be sold on the secondary market. This arbitrage mechanism applies to both equity ETFs and bonds 

ETFs, with the difference lying in the underlying securities (equities or bonds). It is this arbitrage 

mechanism that sets ETFs apart from index funds and contributes to their lower trading costs. 

 

It is important to note that ETFs are based on an intraday NAV (iNAV), which is calculated at regular 

intervals throughout the trading day, in contrast to index funds that calculate NAV only at the end of the 

day. This intraday valuation enables ETFs to be bought and sold on exchanges, making them highly 

liquid. This ability to trade ETF shares freely throughout the trading day and the comparatively lower 

costs associated with ETFs, in contrast to the fees charged by active managers that can reach up to 10 

percent of annual returns (French, 2008, quoted in Braun, 2016), are factors that contribute to their 

appeal among investors. 

 

 
3. ETF shares as shadow money 

 

Following the exploration of the shift towards market-based finance and passive management, our 

focus will now be on assessing whether ETF shares fulfill the criteria that define shadow money and 

whether they can be positioned within the hierarchy of money. This hierarchical framework draws 

inspiration from the Money View approach pioneered by Mehrling (2012) and Pozsar (2014). Illustrated 

in figure 3, the hierarchy of money demonstrates varying levels of creditness and moneyness. Of 

particular significance is the presence of shadow money in the outermost layer of the hierarchy, 

characterized by their quasi-par claims with bank deposits. 

 

 

Figure 3. A simplistic representation of the hierarchy of money 

 
Source: Author’s representation 

 

The hierarchy of money holds significant importance as money holds different meanings and roles for 

central banks, banks, and shadow banks (Pozsar, 2014). In the modern financial system, there exists 

a complex institutional arrangement wherein each institution issues money claims with varying degrees 

of moneyness. This moneyness is a crucial factor that distinguishes credit instruments within the 

hierarchy. Otherwise put, moneyness represents the capacity of an instrument to be regarded as a 
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close substitute for the liabilities of institutions at a higher level, effectively being treated as money 

rather than credit (Mehrling, 2012). 

 

Moneyness is an inherent characteristic of every financial instrument, and it varies in response to the 

financial cycle. The concept of moneyness stems from a fundamental attribute of money itself, which is 

its convertibility at par. This convertibility emphasizes the hierarchical nature of the institutional 

arrangement, as not all money claims are equally strong in their ability to be converted at par on demand 

(Pozsar, 2014). In optimal financial conditions, moneyness tends to remain stable, reflecting the 

capacity of financial institutions to trade at par with higher forms of money within the hierarchy.  

 

But the financial system possesses an endogenous and dynamic nature, highlighting the inherent 

instability of credit (Minsky, 1986). As a result, all segments of the hierarchy of money experience 

constant motion, fluctuating throughout financial cycles as economic actors’ risk profiles evolve 

(Mehrling, 2012). It becomes evident that this convertibility at par is significantly impacted by crises. 

 

The concept of moneyness holds significance as it underscores that monetary practices are 

fundamentally socially shared symbols; their acceptance is rooted in the shared trust in the governing 

authorities and the intricate framework of legal norms and institutions (Ingrao et al., 2021). It is this trust 

that positions central bank liabilities at the top of the hierarchy, as depicted in figure 3. Consequently, 

central bank reserves are denominated in the unit of account and are convertible at par with commercial 

bank deposits, making them money for commercial banks. However, due to the fluctuating moneyness 

of shadow money, only a quasi-par convertibility exists between these new forms of shadow money 

and bank deposits. In simpler terms, for lower-rank forms of money, commercial banks deposits serve 

as money. The primary financial innovations occur in this lower layer of the hierarchy, which is 

predominantly driven by creditness. 

 

This analysis holds relevance because the inclusion of ETF shares in the hierarchy of money imparts 

systemic significance to this instrument and allows for an examination of moneyness fluctuations during 

the Covid-19 pandemic crisis. 

 

In the literature, there are three key criteria that contribute to the identification of a modern credit 

instrument as a form of shadow money (Pozsar, 2014; Murau & Pforr, 2020). These criteria entail that 

such instruments must: (1) serve as substitutes for bank deposits, (2) be tradable at par on demand, 

and (3) be created through the swap of IOUs (I Owe You). In the subsequent discussion, we will explore 

how these three criteria relate to ETF shares. 

 

 

(a) Substitute for bank deposits 

 

The first criterion can be comprehended from a demand-side perspective. The evolution of asset 

management has emphasized the significance of exploring new alternatives to bank deposits, given 

that the amounts held by institutional cash pools exceed the limits of deposit insurance, and maintaining 

large uninsured bank accounts entails unacceptable credit risk (Ricks, 2016). Consequently, the 

objective is to allocate these cash deposits into new private credit instruments that promise to be traded 

at par on demand while also yielding returns. ETF shares fulfill these requirements as they can be 

bought and sold promptly through secondary markets.  

 

In this context, ETFs function as open-ended funds that invest in various assets such as stocks, bonds, 

commodities, and more. The return generated by ETFs can come from either capital gains, when the 

price of underlying assets increases, or dividends. Traders have the flexibility to open and close multiple 
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positions within a trading day. As a result, the capital invested in an ETF can be readily recovered by 

selling ETF shares on secondary markets. There are two primary methods of selling ETF shares. The 

first approach involves the direct sale of ETF shares on secondary markets. The second method is 

geared towards institutional investors and entails holding approximately 50,000 ETF block shares, as 

a creation unit, which can be redeemed for the underlying securities. Therefore, the role of ETFs as 

substitutes for bank deposits arises from the ability of retail and institutional investors to freely sell their 

shares on secondary market. This mechanism effectively equates ETF shares with bank deposits, 

establishing them as viable alternatives in the realm of shadow money. 

 

 

(b) Par-clearance with higher-ranking money 

 

The second criterion is considered a fundamental attribute of money (Pozsar, 2014) and becomes 

relevant when examining ETF shares as substitutes for bank deposits. This criterion emphasizes that 

shadow money instruments must possess a conversion rate into a hierarchically higher form of money. 

However, the ability of these private credit instruments, including ETF shares, to be traded at a nearly 

one-to-one ratio with a higher form of money, such as bank deposits, presents challenges in the 

absence of direct backstops, not only in the case of ETF shares. As depicted in figure 3, there exists a 

quasi-par claim with bank deposits, resulting from the fluctuation of moneyness in these instruments. 

Moneyness is inherently tied to the underlying securities of an ETF, as well as to the arbitrage 

mechanism. The purpose of this arbitrage mechanism is to safeguard the price-NAV differential from 

significant deviations and enable investors to redeem ETF shares at a fair value. It is worth noting that 

in times of distress, the redeeming ability of ETFs can be impacted, potentially leading to them being 

treated as closed-end funds and experiencing greater fluctuations in the price-NAV differential. An 

example of this was observed during the Covid-19 pandemic crisis, when the Fed intervened to support 

the corporate bond ETF markets. However, under optimal financial conditions, capital can be instantly 

withdrawn from ETF shares, and the arbitrage mechanism helps maintain the value of ETF shares close 

to their NAV. Therefore, it can be argued that this criterion is empirically satisfied, albeit with some 

reservations. 

 

 

(c) Swap of IOUs 

 

This third criterion can be examined from a supply-side perspective. The credit theory of money 

underlies the creation of all forms of shadow money (Schumpeter, 1954; Mehrling et al., 2013). 

According to this theory, shadow money, including bank deposits, can be understood as short-term 

debt instruments or IOUs, actively present on the balance sheets of financial institutions. Money 

creation occurs within these balance sheets through a swap of IOUs with different maturities (Mehrling, 

2015). For example, in traditional banking system, deposits are created when a bank originates a loan 

and credits the customer’s account. Thus, the swap of IOUs is intrinsically linked to the credit theory of 

money, where “money is nothing but a special form of credit, an IOU” (Murau & Pforr, 2020: 7). This 

swap of IOU follows double-entry bookkeeping principles, impacting both the assets and liabilities of 

the balance sheets. In the case of the swap of IOUs, money is created when financial institutions, in 

exchange for a long-term IOU owed to them, “create a short-term IOU that can be traded on secondary 

markets against (…) other financial instruments” (Murau, 2018: 9). Consequently, money creation 

arises from the exchange of promises to pay. 

 

The question arises as to whether an ETF share satisfies the criterion of swaps of IOUs. Similar to MMF 

shares (e.g. Murau & Pforr, 2020), ETF shares can be viewed both as a conversion of existing deposits 

or assets and as a form of debt creation. In the case of MMF shares, some authors argue that MMFs 
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simply receive deposits and lend them out, thereby lacking an effective money creation process 

(Mitchell, 2017). However, some authors (Ricks, 2016) contend that MMFs engage in a process of swap 

of IOUs through maturity transformation. ETFs follow a similar pattern. During the initial creation of ETF 

shares, an AP supplies the ETF issuer with securities, typically less liquid assets, and receives ETF 

shares in return, which are subsequently sold on secondary markets. This process can occur multiple 

times as the AP participates in the arbitrage process. Thus, there is a swap of IOU for the initial creation 

of the ETF. Moreover, ETF shares are issued as promises to pay on demand. This transformation gives 

rise to a new credit instrument that can be traded on demand with a hierarchically higher form of money. 

Consequently, it can be argued that ETFs involve debt creation, with APs predominantly engaged in 

these swaps of IOUs. For clients, the process is less complex, as they can purchase ETF shares on 

secondary markets using cash deposits. Furthermore, clients have the option to lend out their ETF 

shares as a form of ‘outside’ securities lending through a lending agent (IHS Markit, 2017), allowing the 

swap of IOUs to occur across multiple layers. 

 

Based on this analysis, it can be argued that ETF shares, although exhibiting certain functional 

differences, satisfy all three conditions to be considered a form of shadow money. 

 

 

4. Moneyness of corporate bond ETFs during Covid-19 pandemic crisis 

 

Now we can delve into the concept of moneyness as it applies to ETFs. As previously mentioned, there 

exists a “qualitative difference in the moneyness of different promises to pay” (Mehrling, 2017: 2), with 

central bank liabilities occupying the highest position in this hierarchy. In the case of ETFs, the quasi-

par/par convertibility relies on the liquidity of the underlying securities and, by extension, on the 

discussed arbitrage mechanism.  

 

During periods of economic stability, corporate bonds ETFs are considered liquid because they can be 

easily traded on exchanges, and APs promptly respond to price-NAV differentials. This perception leads 

to the notion that these instruments are more liquid than they truly are. However, challenges arise when 

expectations about these instruments deteriorate, as investors tend to redeem their holdings en masse, 

and APs may modify their behavior accordingly. This scenario unfolded during the pandemic crisis, 

exemplified by Vanguard’s Total Bond Market ETF (BND), one of the largest ETFs, trading at a discount 

of 6.2 percent relative to NAV, and the Schwab U.S. Aggregate Bond ETF (SCHZ) trading at a discount 

of 6.3 percent. Hence, one could argue that the moneyness of these credit instruments is contingent 

upon the specific markets in which they are traded, as well as the price-NAV arbitrage mechanism. 

Therefore, concerns regarding the maintenance of ETF moneyness stem from the potential behavior of 

APs and market-making during periods of distress. 

 

Moving forward, it is posited that three major factors can negatively impact this moneyness: (a) the 

malfunctioning of the arbitrage mechanism during significant sell-offs, (b) the inventory management 

practices of certain APs, and (c) the liquidity mismatches. We will further explore these three factors in 

the subsequent discussion. 

 

 

(a) The malfunctioning of the arbitrage mechanism 

 

The first cause stems from the inability of the previously discussed arbitrage mechanism to converge 

the NAV in the presence of a liquidity glut and significant sell-offs. During such periods, APs face 

elevated risks when pricing ETF portfolios, resulting in larger bid-ask spreads. Furthermore, APs are 

not legally obligate to engage in arbitrage activities to rectify price-NAV deviations. In other words, 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386


real-world economics review, issue no. 104 
subscribe for free 

 

 59 

discounts may persist due to the hedging risks outweighing the arbitrage incentives of the APs. 

Additionally, APs possess the authority to halt the creation and redemption of ETF shares entirely, 

particularly during periods of significant decline in the value of underlying securities.  

 

Similar situations can arise when internal liquidity constraints come into play. For instance, in April 2013, 

Citibank halted redemptions of the iShares J.P. Morgan USD Emerging Market Bond ETF. In such 

cases, the ETF would resemble a closed-end fund. The rationale behind this action is that if redemptions 

were allowed, the AP would receive illiquid securities with low market value. In extraordinary 

circumstances, this phenomenon can give rise to illiquid doom spirals, wherein sell-offs extend to other 

markets, further impacting the value of underlying securities. 

 

Considering ETFs discussed in this paper are based on a basket of OTC-traded corporate bonds, there 

is an inherent risk of these bonds becoming illiquid. Moreover, the ability to buy and sell corporate bonds 

has become more challenging in recent times (Lamont, 2020). For instance, during the pandemic crisis, 

one problem arose from the rapid deterioration of liquidity in bond markets, as broker-dealers reduced 

their activity due to increased costs resulting from post-GFC regulations (Lamont, 2020). Other 

researchers have reached similar conclusions, suggesting that the large NAV deviations observed in 

corporate bond ETFs during the pandemic could also be attributed to APs’ balance sheet constraints, 

as certain investment banks, fulfilling the role of arbitrageurs, faced difficulties (Tuckwell, 2020). 

 

With APs lacking a legal obligation to intervene and rebalance the price-NAV ratio of the ETF, discounts 

can persist for extended durations, as evidenced during the pandemic crisis (e.g. Todorov, 2021). In 

the first half of 2020 alone, more than 72 ETFs, valued at $1.4bn, ceased operations (Greifeld & 

Kochkodin, 2020). Furthermore, during that period, APs were hesitant to engage in arbitrage processes, 

resulting in over 700 ETFs trading at prices 1 percent higher or lower than their fund’s NAV (Riquier, 

2020). For example, the iShares iBoxx $ High Yield US Corporate Bond ETF lost 20 percent of its value 

between March 2 and March 23, 2020 (Gerstein, 2020). These operational inefficiencies caused steep 

discount in share prices relative to NAV to transform into substantial premiums, with tracking errors 

increasing to nearly 200bps, significantly higher than the average of 0.7bps (Todorov, 2021). 

 

 

(b) The inventory management 

 

The second factor influencing moneyness is the inventory management of APs, which has contributed 

to significant liquidity disruptions in corporate bond ETFs, even during periods of high trading activity. 

This was evident in cases where both the price of ETF shares and the NAV traded at inaccurate prices, 

such as with the iShares iBoxx $ Investment Grade Corporate Bond ETF during the pandemic crisis. It 

was found that 92 percent of underlying bonds traded while experiencing a substantial price-NAV 

deviation (Janosik & Bohak, 2020). This phenomenon can be attributed to certain broker-dealers 

engaging in dual roles as market-makers in underlying assets and arbitrageurs in specific ETFs. In such 

situations, an AP may participate in the creation and redemption processes to manage its own inventory 

and mitigate risks on its balance sheet, rather than focusing on rebalancing the price-NAV. This 

approach can lead to even larger price gaps. APs hold bond inventory and participate in the bond 

market-making process, but imbalances in its inventory can increase risks and undermine arbitrage 

capacity (Pan & Zeng, 2017). As a result, the arbitrage mechanism may prioritize the reduction of 

inventory imbalances instead of directly addressing the price-NAV differential, thereby disregarding the 

fundamentals of the underlying securities (Pan & Zeng, 2017). Moreover, considering the frequent 

changes in the composition of an ETF due to the finite nature of the underlying assets, it can be argued 

that an AP may decide to use the bond holdings to “accommodate demand from their own clients rather 

than to close arbitrage gaps” (Todorov, 2021: 42). 
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This dual behavior of APs highlights the heightened risk of liquidity disruptions in the ETF market during 

times of distress, particularly considering the reduced inventory levels and the broker-dealers’ 

preference for holding more liquid bonds in the post-crisis era. The pandemic crisis exacerbates these 

risks, raising significant concerns about the tradability of illiquid bonds during periods of liquidity shock 

(Maitra et al., 2020). This situation further decreased the arbitrage capacity. 

 

Additionally, the risk of liquidity dislocation is elevated due to a significant number of bonds being traded 

infrequently, primarily held in insurance and pension portfolios to match liabilities while earning a 

premium over the risk-free rate (Maitra et al., 2020). This limited trading activity in the bond market 

reduces overall market liquidity. The liquidity, measured by turnover, has declined 43 percent from its 

pre-crisis peak during the pandemic crisis (Lamont, 2020). Consequently, it is one of the key factors 

contributing to the significant discounts observed in 80 percent of investment-grade corporate ETFs 

during the initial phase of the pandemic crisis (Eckett, 2020). 

 

 

(c) Liquidity mismatch 

 

This inventory management approach can result in ‘liquidity mismatches’ between the NAV of 

underlying securities and the price of ETF shares. These discrepancies are particularly evident when 

ETFs are exposed to vulnerable corporate bonds, highlighting differences in trading conditions. ETF 

shares are traded on major exchanges in secondary markets, while corporate bonds are traded OTC, 

leading to tensions and challenges. If an AP holds a positive inventory of additional corporate bonds, 

they can create ETF shares by submitting the bonds to the ETF issuer. However, if the AP has had 

limited activity in the bond market and maintains a lower inventory, their ability to engage in the arbitrage 

mechanism significantly diminishes. 

 

Furthermore, the creation/redemption process in corporate bond ETFs differs from that of equity ETF 

due to the constant rebalancing required for bond maturities. This necessitates the ongoing update of 

the underlying bond basket (see Todorov, 2021). This update occurs either by adding new bonds or by 

removing others, as the AP has to buy the “the lower-priced asset, simultaneously selling the higher-

priced asset, and directly trading with the ETF issuer at the end of a trading day” (Pan & Zeng, 2017: 

1). As a result, the AP is compelled to hold a substantial and leveraged bond inventory, constantly 

exposing themselves to new inventory risks.  

 

These risks are related to the liquidity of the corporate bonds, which can be more directly impacted by 

potential financial turmoil. Timing also presents a risk, as bond transactions in primary and secondary 

markets often occur at different times. This exposes APs to the risk of price differential, which can erode 

trade profitability and impact their inventories (Solovieva & Khosla, 2018). Consequently, during times 

of distress, APs may become liquidity-seekers rather than providers, exacerbating the liquidity 

mismatch (Pan & Zeng, 2017). 

 

This mismatch was evident during the pandemic crisis, where the average discount for corporate bond 

ETFs was calculated to be 3.62 percent, reflecting the impact of these factors on the market. This 

discount is depicted in figure 4. 
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Figure 4. Price-NAV Deviations in US ETFs Corporate Bond Market 

 
 

Source: Solovieva & Hostland (2020) 

 

The onset of the pandemic crisis led to a significant deterioration in market activity within the bonds 

market. This decline also impacted investment-grade corporate bond ETFs, which experienced 

discounts of 5-6 percent relative to NAV, with intra-day price deviations reaching 10 percent. These 

levels had not been observed since 2008. For instance, LQD (iShares iBoxx $ Investment Grade 

Corporate Bond ETF) reached a 5 percent discount on March 12, 2020. 

 

This event highlighted the potential for liquidity to evaporate during distressing conditions, particularly 

in fundamentally illiquid markets like corporate bonds. Such circumstances can leave ETFs in an 

unfavorable position, especially “(…) when primary market trades have trouble executing at short 

notice, at a low cost, and with minimal price impact” (Solovieva & Khosla, 2018: 3).  

 

Furthermore, the pandemic crisis, underscored the more pro-cyclical nature of ETFs compared to 

mutual funds. Investors in ETFs exhibit different sensitivities to the price movements of underlying 

securities. As previously discussed, when the price of underlying securities is on an upward trend, 

investors tend to increase their holdings of ETF shares. Conversely, during volatile economic 

conditions, there is a constant transfer of assets between ETFs with varying degrees of risk. This 

behavior can give rise to the illiquid doom spiral phenomenon.  

 

For example, BlackRock’s I Shares 1-3 Year Treasury Bond ETF (SHY) initially benefited from massive 

funding flows in early March, as investors sought safety in a flight to quality. However, it subsequently 

experienced significant outflows after the Fed unleashed its stimulus package (Clements, 2020).  

Overall, the pandemic crisis brought to light the impact of market conditions on ETFs, with liquidity 

challenges and the pro-cyclical dynamics of investor behavior playing significant roles in shaping ETF 

performance.  

 

 

5. The Federal Reserve’s entanglement with ETF market 

 

The Fed recognized the potential negative effects of moneyness deviations in various bond markets 

and extended its backstop to encompass this novel form of shadow money. This reaffirmed the central 

banks’ crucial role in maintaining the stability of the monetary hierarchy. During severe crises, it is 
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primarily the state, mostly through its central banks, that acts as the ultimate stabilizer (Wullweber, 

2021). 

 

In optimal financial conditions, credit claims can be easily expanded without losing value. However, 

during a financial turmoil, central banks must protect whole markets. This was also the case for 

corporate bond ETFs during the Covid-19 crisis. As we discussed earlier, ETFs do not have a direct 

backstop but rely on the arbitrage mechanism. However, this arbitrage does not always function 

effectively, which can impact the moneyness of ETF shares. During the Covid-19 crisis, the Fed took 

the unprecedented step of backstopping ETF shares to prevent a loss of moneyness, as such a loss 

would have significantly affected the corporate bond markets as a whole. 

 

The Fed intervened through the creation of the Secondary Market Corporate Credit Facility (SMCCF) 

in March 2020. The facility aimed to reduce price-NAV differentials and enhance liquidity in corporate 

bond market. By doing so, the Fed sought to improve the functioning of the arbitrage mechanism and 

reinforce the par clearance feature of ETF shares with a higher-ranking form of money. In this context, 

the Fed once again assumed the role of the dealer of last resort, this time in the ETF market (Mehrling, 

2011). The announcement of the Primary Market Corporate Credit Facility (PMCCF) and SMCCF on 

March 23 led to a recovery in the financial sector, with investment-grade credit spreads narrowing by 

20bps and high-yield falling by 30bps (Gilchrist, 2021). 

 

Despite these measures, issues persisted in the corporate bond ETF market, prompting the Fed to 

introduce a significant policy change. It included investment-grade and junk corporate bond ETFs in its 

corporate bond-buying facilities, which meant that the Fed began to assume credit risk on its own 

balance sheet. The move turned the SMCCF into a public endorsement of these credit instruments. 

Figure 5 presents a spreadsheet displaying the holdings of the Fed. 

 

 

Figure 5. Fed’s holdings in corporate bond ETFs 

 

  

 

Source: Federal Reserve’ SMCCF Update to Congress 

 

Figure 5 displays the names of the funds and their corresponding market values of the purchased ETF 

shares by the Fed. These interventions had significant consequences. Following the Fed’s 

announcement, iShares iBoxx $ Investment Grade Corporate Bond ETF (LQD) experienced a 

substantial inflow of $1.06bn, representing 7.4 percent (Clements, 2020). Similar inflows were observed 

for Vanguard Intermediate-Term Corporate Bond ETF (VCIT) and Vanguard Short-Term Corporate 

Bond ETF (VCSH). This influx of capital had positive impact. As depicted in figure 3, there were 
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significant price-NAV deviations in March 2020. However, these deviations were mitigated on March 

24-25 when the Fed announced the introduction of the SMCCF. 

 

By extending its post-crisis backstop to the ETF market, the Fed acknowledged the growing significance 

of these instruments in market-based finance. Although the SMCCF was a temporary facility, it 

underscored the Fed’s capability and willingness to safeguard the moneyness of this new form of 

shadow money, as emphasized in this paper. 

 

 

6. Concluding remarks 

 

The study commenced by examining the transformation of the shadow banking system into market-

based finance, driven by investors seeking a ‘flight-to-transparency’ and reducing exposure to riskier 

aspects of the shadow banking system. This shift elevated the significance of collective investment 

schemes and other index businesses, particularly ETFs, within the system. Assetization played a crucial 

role in the rise of ETFs, enabling an index, which possessed use value, to acquire exchange value. 

Subsequently, this paper employed an existing methodological framework rooted in shadow money 

literature to analyze ETF shares based on the three established criteria: their function as a substitute 

for bank deposits, their emergence from a swap of IOUs, and their at par convertibility. Through this 

analysis, the paper demonstrates that ETF shares satisfy all three criteria, solidifying their classification 

as a distinct form of shadow money. Consequently, ETF shares were positioned within the hierarchy of 

money. 

 

Drawing on the Covid-19 crisis as a case study, this paper examined the deviation of ETF moneyness. 

Three key factors contributing to the loss of moneyness were identified: the malfunctioning of the 

arbitrage mechanism during substantial sell-offs, the inventory management practices by certain APs, 

and liquidity mismatches. As ETF shares gained systemic importance as a form of shadow money, the 

Fed made the decision to backstop these instruments. The empirical analysis of the Fed’s interventions 

shed light on the motivations behind the Fed’s purchases of ETF shares. 

 

This paper emphasizes the need for scholars to devote greater attention to ETFs, given their potential 

for leveraging and supporting other structured financial instruments. Some ETFs may have 

collateralized debt obligations (CDOs) and collateralized loan obligations (CLOs) as underlying 

securities, further amplifying their role as leverage mechanisms within the financial sector (Velati, 2023). 

The implications of this analysis extend to shadow money literature and financial stability, urging further 

consideration of ETFs in these research domains. 
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The war in Ukraine could be seen as symptom of a historical phase characterized by the decline of the 

international monetary system centered around the dollar, which has increasingly proven to be fragile 

and prone to structural collapses. In this contribution, we will briefly reconstruct the functioning of the 

international financial system to reflect on the prospects of its decline and the emergence of rival 

monetary circuits, which are yet to be defined. 

 

1. The monetary system after Bretton Woods 

 

Since the Bretton Woods agreements, the United States has ensured the role of the dollar as the 

international currency, albeit within a framework of multilateral agreements based on fixed exchange 

rates with control over financial capital movements. The centrality of the dollar and its stability as an 

international store of value were guaranteed by its convertibility into gold, a characteristic that created 

increasing difficulties over the course of two decades. As the foreign exchange market between 

currencies was restored and the global economy recovered from the destruction of the war, the quantity 

of gold available and extractable on a global scale proved insufficient to meet the demand for 

international liquidity and simultaneously guarantee convertibility with the dollar at the fixed parity. In 

terms of political consequences, in the 1960s, the United States faced the dilemma of whether to defend 

the convertibility between the dollar and gold agreed upon at Bretton Woods or to pursue an internal 

objective of economic growth. The first objective had to be attained at the cost of restrictive fiscal policy 

that would have also resulted in a scarcity of dollars as international reserves in the face of increasing 

demand. The second one required accommodating foreign demand for dollars at the risk of jeopardizing 

the stability and convertibility of the dollar. As Triffin highlighted, at the root of these difficulties was the 

choice to use a national currency as an international reserve; a choice strongly advocated by the United 

States, which fought at Bretton Woods to assign the dollar a role as the gravitational centre of the entire 

international monetary system (Triffin, 1961). 

 

With the breakdown of the agreements in 1971, the United States continued to pursue a policy of power, 

but in a context of marked unilateralism aimed at its own geopolitical and economic objectives. The 

post-Bretton Woods international monetary system, freed from the fetish of the gold standard, was built 

upon the availability of Treasury bills, which were not extracted from mines scattered around the world 

(including mainly in the territory of the rival superpower, the Soviet Union), but conveniently issued by 

the US Treasury. The post-Bretton Woods monetary system, under pressure from the financial sector 

and the monetarist economic theory, was characterized from the outset by flexible exchange rates and, 

increasingly, by a progressive abandonment of control over international capital movements. It also 

became inextricably intertwined with the supply of fossil energy sources, particularly oil, which became 

a particularly expensive and scarce resource since 1973 (Hutton, 2002). 
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The mechanism on which the dollar-centered monetary system was based and its relationship with 

financial and economic crises are often subject to ambiguous interpretations, which are sometimes 

unwittingly influenced by ideas of a theoretical orthodoxy built upon a conception of money as an 

element of nature. Paradoxically, these ideas gained strength precisely after the abandonment of the 

practice of anchoring currencies to gold. 

 

One issue that needs to be clarified once and for all is that of the so-called financing of the US trade 

deficits. Many politicians and economists have interpreted the international monetary system in the light 

of the loanable funds theory, according to which a subject who wants to spend must attract funds 

primarily saved by another subject. This view assumes implicitly that the financial funds available are 

the liquid equivalent of a limited real wealth accumulated. Internationally, the loanable funds theory has 

often led to the misconception that the United States (as net importer) can "finance" the current account 

deficit only because it attracts funds, understood as net savings (or current account surplus) produced 

by other countries (like China). 

 

Both the tween deficit and the saving glut views on the US external deficit can be seen as derived from 

a loanable funds assumption. The tween deficit view derives the US external deficit from the US 

government deficit, which drains limited financial resources out the private sectors of the economy; the 

combined effect of interest rate and exchange rate adjustment transfer the drain of resources into the 

external deficit (Salvatore, 2006).1 The saving glut view, on the contrary, blames the rest of the world 

excess saving over investment for generating US external deficit (Bernanke, 2005). Excess saving of 

foreigners, in turn, can be seen as either driven by attractive rates of return for investments in US, or 

by export led strategies pursued by devaluating local currencies. 

 

The idea that saving from the rest of the world is a precondition for US spending has always been part 

of the common sense even outside the academia. President Nixon, to justify the abandonment of the 

Bretton Woods system, stated in front of the German parliament that the US needed to appropriate 80 

percent of the current account surplus of the industrialized West for its strategic military purposes. Seen 

from a loanable funds perspective, this statement could be understood as if the United States (the 

Western superpower!) really needed to raise funds from a limited stock of accumulated savings from 

other countries in order to "finance" their strategic and military expenses. 

 

That is not how it works. The current account deficit of the United States is not the result of credit in 

dollars provided by another country but rather a credit in dollars issued by the only institutions 

authorized to issue dollars, namely the US national banking system. The US current account deficit 

exists not because other countries lend their financial savings to the United States but because they 

demand dollars as reserves or private portfolios or means of payments (Wray, 2019). 

 

Let's also add a consideration that is even less consolidated in the minds of those who reason about 

international economics: as emphasized by post-Keynesian economic literature, within a well-integrated 

international monetary system, a current account deficit of any country – not just the superpower that 

 
1 An alternative model of tween deficits, which is not built on the loanable fund theory, is developed by Godley and 

Cripps (1983) under the New Cambridge post-Keynesian tradition. Its explanation of the causes of tween deficits 

is rather reversed, the tween deficit being not pulled by fiscal deficit, but by foreign demand for domestically 

produced goods. The model implies that trade restrictions are valid and possibly better alternative to fiscal austerity 

to reduce both fiscal and external deficits. The model, however, is heavily dependent upon the very restrictive 

assumptions that domestic investment is endogenously determined by the income level and that domestic private 

saving is, in normal conditions, equal to the investment. (see Lavoie, 2016, pp. 515-16). 
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provides the most widely accepted reserve currency – is typically accommodated by endogenous 

variations in financial positions between commercial banks of trade partners. 

 

This circumstance contrasts with the more commonly held belief that, in order to prevent a deterioration 

of the balance of payments, a current account deficit requires active economic policies to attract new 

capital inflows from abroad, such as raising domestic interest rates or reducing taxes. In the absence 

of these active policies, a depreciation of the exchange rate will be inevitable. This latter conception is 

typical of the Mundell-Fleming model incorporated in basic macroeconomics textbooks and is, once 

again, an expression of the loanable funds theory, which posits that finance, even on an international 

scale, is a quantity available in limited supply, and countries compete to attract it. 

 

On the contrary, post-Keynesian literature emphasizes that the availability of financial funds is elastic 

and adapts to demand, both on a national and international scale. Consequently, in the face of a current 

account deficit, thanks to interbank credit lines, the balance of payments is brought into equilibrium 

even in the absence of spontaneous capital movements of the non-banking sector, and without any 

necessary consequences for the exchange rate, the interest rate, or the change in foreign currency 

official reserves.2 

 

The prevailing idea that dominates the vast majority of economic thought and public discourse, which 

suggests the need to "attract" foreign savings to "finance" a current account deficit and avoid the 

depreciation of the national currency, stems from a theoretical conception of the banks not as 

institutions empowered to create money out of thin air, but as mere intermediaries between savers and 

spenders. 

 

 

2. Predatory Finance and its Institutional Protection 

 

Returning to Nixon's statement mentioned above, if the centrality of the dollar in the international 

monetary system is not functional for the appropriation of global savings, then what is its purpose? To 

answer this, one only needs to consider that the imposition of the dollar as the international unit of 

account and store of value has been accompanied by the growth and consolidation of the US banking 

and financial system as the headquarter of the entire global capitalist system. This construction has 

been realized through three strategic lines that are worth summarizing. 

 

Firstly, the political and military supremacy of the United States ensured that not only oil and 

internationally traded goods were denominated in dollars but also that the liquid funds created by the 

US banking system and accumulated by oil-producing countries flowed back to US banks in the form 

of deposits (petrodollars). This ensured that the circuit of international money would begin, flow, and 

regenerate within the US banking system. 

 

Secondly, through an aggressive policy of international credit and the removal of barriers to the free 

movement of financial capital, the US expanded the pool of its debtors to include governments of 

emerging countries. As a result, US guaranteed a source of income to its banking system through its 

political and military power. The US banking system was backed by institutions such as the International 

Monetary Fund (IMF) and the World Bank, which progressively transformed from multilateral 

 
2 Interbank credit, created and contracted with an accommodating function, is recorded under the "other 

investments" category of the balance of payments and constitutes one of the components of the financial account, 

along with foreign direct investments, portfolio investments, and changes in the stock of official reserves. See 

Lavoie (2014), pp. 460-2. 
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institutions, in the spirit of the Bretton Woods agreements, into tools of the US Treasury. In fact, if a 

debtor country declared insolvency (the first case being Mexico in 1981), the IMF intervened with rescue 

measures consisting of providing dollars to the failed governments in exchange for austerity measures. 

With IMF dollars, the debtors repaid US banks, while austerity measures condemned them to human 

sacrifice and structural dependence. The rescue measures were designed to save the US financial 

system from the insolvency of its debtors. More generally, countries that needed dollars to import goods 

not available domestically were destined to pay for their foreign debt service with persistent trade 

surpluses and with a domestic demand chronically undersized compared to their productive capacity. 

This provides a more accurate description of the surplus appropriation mentioned by Nixon. 

 

Finally, the debt-based monetary system did not only involve developing countries but also spread 

within wealthy and industrialized nations. Starting with the deregulation initiated by the governments of 

Reagan and Thatcher in the 1980s, the liberalization of capital movements led to a progressive 

transformation of the financial system from one regulated and primarily geared towards supporting the 

productive process to one that is mostly speculative, predatory, and focused on short-term returns. The 

growth of debt in industrialized countries was pursued through increasing income inequality, a 

development model that relied on the growth of both private debt (to cover expenses that disposable 

income could not meet) and public debt (to compensate for reduced tax revenues), as well as debt from 

foreign buyers (in countries like Germany, where low wage dynamics coincided with containment of 

domestic demand).3 

 

The financial architecture that ensured the centrality of the dollar, long before being shaken by the war 

in Ukraine, has progressively become more fragile and subject to structural collapses. The financial 

crises that initially manifested as peripheral debt crises in developing countries eventually affected even 

the major Western powers. When the first stock market crisis occurred in the era of deregulation in 

1987, the level of private sector debt in globalized economies was already in “dangerous territory” 

(Keen, 2009). Central banks, in order to avoid economic depression, price deflation, and a generalized 

debt crisis, saved the financial system through liquidity injections and low interest rates. This method 

was increasingly applied in the following decades, with significant accelerations occurring during the 

global financial crisis of 2007-08 and the pandemic crisis of 2020-21. 

 

On no occasion did economic policy commit to clean up the enormous private indebtedness generated 

by the financialization of the economy, especially for the benefit of the most vulnerable social groups. 

However, proposals in this regard have not been lacking, such as the proposal of "quantitative easing 

for the people" (Jourdan, 2015) or simply the absorption of private debt through public intervention 

emancipated from the complex of inferiority derived from the ideology of balanced budgets (Mitchell, 

2010). As several heterodox scholars have emphasized, currency, both national and international, is 

the institution through which a society builds a political compromise between conflicting interests, 

namely debtors and creditors of different backgrounds and social functions (Ingham, 2006). We should 

point out, therefore, that the global governance of currency, overseen by central banks, is still entirely 

imbalanced and entrenched in defense of the interests and bargaining power of creditors. It is 

increasingly implausible, in fact, to interpret the aforementioned series of bailouts as a mere compulsion 

to repeat driven by the absence of alternative strategies. It is to be believed that it is rather a genuine 

political strategy aimed at safeguarding the US-centered financial system built on debt and 

dependence. Desai and Hudson (2021), not without reason, define the Western power bloc centered 

around the dollar as a creditocracy. 

 

 
3 Palma (2009); Onaran et al. (2011). 
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It is worth noting, in this regard, how the usual epithet of the world's “largest debtor” attributed to the 

United States, in reference to its negative net foreign position, tends to overshadow its role of 

headquarter of the international financial system. Labeling a country that has been issuing the 

international reserve currency since the post-World War II era as a debtor is misleading, just as 

considering the liquidity injections of a central bank as debt. As a matter of fact, repaying foreign debt 

in dollars does not require the US to pay any real cost. As we have seen, claiming that the United States 

can "finance" excess demand thanks to foreign credit is as misleading as asserting that banks extend 

credit only as a result of prioritized deposit collection, or that governments spend only as a result of tax 

collection (or anticipating future taxes). The political and military power of the United States is not so 

much aimed at enabling it to “borrow” from abroad but rather at preserving the centrality of its credit 

system as the headquarters of global capital. 

 

 

3. War in Ukraine and global finance 

 

Let us now turn to the signals of changes that are emerging with the war in Ukraine. The field of analysis 

regarding the relation of the war with the breakdown of unipolarism and its transformation into a 

multipolar world is certainly vast and complex. Here we limit the analysis some relevant aspects 

connected to the centrality of the dollar in the international monetary system.  

 

If we examine the 25-year period prior to 2014, we can observe that the changes in the current account 

of the United States closely align with variations in the official reserves held by central banks worldwide. 

Since 2014, there has been a significant reduction in global dollar reserves. This has not resulted in a 

decrease in the US external deficit but rather a transfer of US assets to foreign private entities. The 

decline in the accumulation of dollar reserves by central banks can be attributed to different factors. 

Firstly, there has been a decrease in oil prices and a reduced dependency of the US on oil from 

exporting countries, which has caused a decline in dollar reserves held by nations reliant on oil exports. 

Secondly, the Eurozone countries have progressively increased their foreign surplus or reduced their 

deficit due to self-imposed austerity policies in the decade following the 2007-08 crisis. This has led to 

a relative increase in the acquisition of US securities by private entities within the Eurozone. Thirdly, in 

the Asian region, although the current account surplus of Asian countries has remained stable, central 

banks began to halt the accumulation of dollar reserves around 2014 and started to decrease them 

from 2015 onwards. China, being the largest economy, played a significant role in driving these 

changes. In many Asian countries, institutional investors, such as life insurers and pension funds, 

seeking higher yields in a world of quantitative easing in Europe and strict fiscal policies in several 

surplus economies, have displaced central banks as the major buyers of U.S. government bonds 

(Setser, 2018). 

 

From the perspective of the United States, the rising concentration of dollar-denominated assets into 

the hands of private entities in Asia can only be seen as a risk. On the one hand, the US are in front of 

a decline in consensus on their role as issuers of international currency, and on the other hand, they 

witness the rise of alternative hubs in global private finance that rival the dominance of the U.S. financial 

system. Therefore, the protectionist retreat of the United States that we have witnessed in recent years, 

first under Trump and subsequently under Biden, particularly in the context of the war in Ukraine, should 

not be interpreted as the result of unsustainable foreign debt or as a reaction to the acquisition of US 

stocks by capital accumulated by net creditor countries. Rather, it is the reaction to the gradual 

emancipation of new economic, industrial, and commercial powers, primarily China, from the hegemony 

of the dollar. The progressive reduction of the stock of US Treasury bills held as reserves by the Chinese 

central bank is not an adjustment of financially oversized quantities, but a deliberate act that has made 

dollar assets politically abundant. This has triggered the reallocation of financial assets that has 
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endangered the centralization of capital in American hands, fueling US protectionist measures, or friend 

shoring. As previously underlined, placing excessive emphasis on the net (rather than gross) foreign 

position of the United States and simplifying geopolitical conflicts as a mere struggle between a (net) 

"debtor" superpower and its creditors may lead to distorted perspectives or a misinterpretation of causes 

and effects. 

 

In this described scenario, the conflict in Ukraine, on the one hand, serves the purpose of furthering the 

US strategy to transition from a role as a global advocate for free trade to that of a protectionist leader 

of a smaller group of countries, urging allies to sever trade ties with non-allies, while being surrounded 

by continuously expanding emerging economies. On the other hand, the war has set in motion a 

sequence of events that could potentially undermine US hegemony over international financial markets.  

 

By freezing $630 billion of Russian reserves and assets abroad and imposing an embargo on Russia's 

access to the SWIFT international payment system in March 2022, the US has challenged a 

fundamental assumption that underpinned international trust in the dollar since the conclusion of World 

War II: the prompt fungibility of dollar reserves. As the international community realizes that the 

superpower has no intention of ensuring the solvency of its highly liquid obligations, which traditionally 

hold a top position in the hierarchy of all the financial instruments generated in the extensive realm of 

international finance, the inevitable result is a loss of trust, gradually unfolding at least among certain 

parts of the world. 

 

Following this sanction measure, Russia has responded by requesting to be paid in rubles for the gas 

it supplies. The purpose is not so much to support the exchange rate, an objective that could have been 

achieved by continuing to sell fossil energy sources in dollars, but rather to escape the dominance of 

the dollar. More or less intentionally, Russia has denied the dollar the role of international unit of 

account, a function typically associated with a legitimate currency. It is worth recalling that the dollar as 

an international unit of account was safeguarded by an agreement dating back to the oil crises of the 

1970s between the United States and Saudi Arabia, in which the former secured that oil prices would 

be denominated in dollars (thus anyone purchasing oil would need to acquire dollars), while the latter 

obtained military protection. The Russian decision breaks this tradition and, by rejecting the sovereignty 

of the dollar, asserts its own power policy. While it is true that Russia's industrial capacity does not 

match that of the United States or China, it is equally true that Russia remains a country capable of 

providing its allies with both energy resources and military protection. 

 

The fracture sets in motion the entire world system, which experiences a swarm of seismic shocks, as 

many countries seek to reorganize and redefine their strategic and commercial alliances. Saudi Arabia 

agrees to sell oil to China in exchange for Yuan, with which it purchases Chinese goods or holds 

currency reserves (ZeroHedge, 2022). India takes distances from the US sphere of influence by casting 

a non-aligned vote at the UN and enters into agreements with Russia to buy Russian weapons, paying 

for them in rupees, a currency that Russia will then use as reserves by purchasing Indian securities 

(Goldman, 2022). The group of BRICS countries gains an aura as a potential alternative geopolitical 

bloc to the Atlantic alliance, not limited to the Eurasian territory. The recent requests for membership 

(Argentina, Iran, Algeria) reveal how the group of countries representing a third of the world's landmass 

(thus wielding enormous market power over natural resources and fossil energy sources), along with 

40% of the global population and "only" 25% of the world's GDP, has become an attraction for any 

country wishing to attempt to break free from dependence on the US "creditocratic" system. Even Saudi 

Arabia, as just emphasized, is not immune to the temptation. 

 

Regardless of the fact that the outcome of these reorientations is still unpredictable, it seems possible 

to establish that the war in Ukraine has provided an accelerating push to various technical trials of 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386


real-world economics review, issue no. 104 
subscribe for free 

 

 73 

detachment from the monetary, financial, and commercial circuit centered around the dollar (Sullivan, 

2023). At present, in the potential new bloc revolving around the BRICS countries, there are discussions 

to establish an international currency anchored to a basket of national currencies (Silk Road Briefing, 

2023). However, it cannot be ruled out that, at least temporarily, the flight from the dollar may materialize 

in the anchoring of national currencies, primarily the Yuan, to natural resources (Rhan, 20232). The 

race for natural resource procurement (for example, China is stockpiling the gas that Russia no longer 

sells to Europe) can be explained strategically as a competition between rival powers to secure potential 

production capacity. From a monetary perspective, it can be seen as a regression towards the 

fetishization of commodity money, characteristic of a historical phase in which a social and political 

system represented by an abstract unit of account, based on universal trust and legitimacy, has not yet 

fully emerged. After denaturalizing money fifty years ago with the tumultuous abandonment of the 

Bretton Woods dollar-gold exchange standard and the creation of a global fiat currency, we may now 

witness its renaturalization, with rival currencies being anchored to natural resources.  

 

One last consideration can be made regarding the attempts to build an alternative international credit 

circuit - or rather, different credit circuits - which are primarily aimed at non-financial trade and 

investment. The initiative to return to an industrial capitalism serving production, consumption, trade, 

and widespread well-being, while facing significant political challenges in societies that have been the 

cradle of principles such as representative democracy, the rule of law, and the welfare state, 

paradoxically seems more attainable in countries characterized by despotic regimes or unstable 

democracies, which are not particularly attractive to the Western world. If successful, the 

reestablishment of finance serving entrepreneurship in a part of the world would leave Western 

countries alone in confronting their hypertrophic, speculative finance disconnected from the real 

economy, with its inherent inequalities and debt traps, and with progressively limited access to the 

productive capacity of countries outside the dollar area. 

 

To what extent can the institutions of the Western countries afford to protect their rentiers without 

jeopardizing the resilience and stability of the social and political fabric, as well as the legitimacy of 

a system they proudly continue to call democratic? 
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Abstract 

This note is motivated by rising inequality during the COVID pandemic and by calls from 

student groups in the aftermath of the financial crisis to address contemporary issues 

including economic inequality. Three textbook options are reviewed to showcase that they 

do not provide a comparative look on policies to combat inequality. Moreover, the CORE 

textbook that has been promoted as an alternative to standard textbooks is fraught with 

information overload and advanced concepts. It is emphasized that the preponderant 

academic position is shifting towards seriously addressing and combating economic 

inequality. Thus, lesson plans based on three video clips and Blanchard and Rodrik 

(2021) are showcased to address economic inequality. Overall, Disney animation clips 

sustain student interest, retention, and participation more effectively.  
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1. Introduction 

 

I use the Mankiw, Kneebone, and McKenzie (2020) textbook to teach the principles of microeconomics 

to ECON 101 students. The topic of economic inequality appears towards the back of the textbook in 

Chapter 20 and is not usually covered given time constraints. Moreover, the textbook focuses on the 

issues in measuring inequality and on poverty reduction than on the contemporary discussions on the 

Top 1% and the policies to address inequality. The objective, therefore, in this paper is to offer a note 

on teaching economic inequality to economics students (at the principles or higher level) in a way that 

sustains student interest beyond the chalk and talk method that has been heavily critiqued since Becker 

and Watts (1996). This motivates the use of short video clips in conjunction with class discussions to 

facilitate student retention and interest.  

 

The renewed approach in this note is motivated by three factors. First, in the world shaped by the 

financial crisis, student groups critiqued the way economics is taught through the neoclassical paradigm 

and stylized mathematical models instead of real-world issues including economic inequality and 

climate change (Earle, Moran, and Ward-Perkins, 2017). Similarly, some faculty promoted the online 

CORE textbook in response to the criticisms levelled against the neoclassical paradigm (Bowles and 

Carlin, 2020). Second, in the world affected by the COVID pandemic, economic inequality exacerbated 

even in a country with a strong tax and transfer system like Canada, where the wealth of Canada’s 44 

billionaires massively increased by $63.5 billion even as employment declined by 636,000 jobs in 2020 

since March of that year (Tencer, Jan 27, 2021). Third, the editors of the book Combating Inequality 
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collected the voices of 29 high profile experts including Mankiw to push the argument that economists 

should tackle economic inequality instead of offering counter arguments that “we can’t afford it,” “we 

don’t have enough evidence,” or that “incentives will be distorted” (Blanchard and Rodrik, 2021, p. xx). 

Thus, based on student activism and faculty response, the world shaped by the financial crisis and the 

COVID pandemic, and the shift in academia led by high profile experts, a renewed perspective on 

teaching economic inequality is warranted.  

 

This paper is structured around six sections. In Section 2, a critical review of the Mankiw, Kneebone, 

and McKenzie (2020) textbook and alternative options in terms of teaching economic inequality is 

undertaken. In Section 3, a brief review of select Canadian and U.S. academic literature on economic 

inequality is undertaken. In Section 4, short video clips from the Disney animation, The Princess and 

the Frog, and YouTuber Dhruv Rathee’s video on nepotism tax are highlighted to introduce students to 

economic inequality through lesson plans that spark student interest and facilitate retention. In Section 

5, salient ideas are presented from popular books, which could be assigned to advanced students for 

book review projects, followed by a lesson plan based on Blanchard and Rodrik (2021) for class 

discussions. Concluding remarks are provided in Section 6.  

 

 

2. A brief review of textbook options 

 

In terms of reviewing textbooks to teach economic inequality, three options are considered. First, the 

Mankiw, Kneebone, and McKenzie (2020) textbook, as I used it to teach microeconomics at the ECON 

101 level. Second, the Ragan (2020) textbook, as it seems to be a bridge between neoclassical 

economics and perspectives found in options like the CORE text. Finally, the CORE textbook, which 

introduced a new module on teaching economic inequality in June 2021.  

 

 

Mankiw, Kneebone, and McKenzie (2020) 

 

The Mankiw, Kneebone, and McKenzie (2020) textbook does not address economic inequality until 

Chapter 20 of the textbook. This chapter lacks a discussion on the impact of globalization and 

technological change on economic inequality. Starkly missing are the real word issues of the 

outsourcing of companies, offshoring of jobs, the impact of automation on jobs, and the role of taxes, 

minimum wage, and unions in combating inequality. Instead, the chapter introduces inequality data 

through average market income by quintiles and the before and after-tax Gini coefficients, which is a 

technical way to introduce ECON 101 students to the topic. However, both Osberg (2018) and Piketty 

(2022) critique the use of Gini coefficients, as the former argues that the rise of the Top 1% is not 

captured by the Gini index (pp. 9-10) and the latter advises against its use instead favouring measures 

like the income proportion that goes to the Bottom 50% or the Top 1% (p. 29). Moreover, the chapter 

introduces a dense discussion on the problems in measuring inequality. It emphasizes that inequality 

measures do not account for in kind transfers like food vouchers and highlight concerns on measuring 

inequality including the distinction on lifetime versus annual income and permanent versus current 

income. However, instead of issues in measuring inequality that could be relegated to higher classes, 

ECON 101 students are better engaged by visual stories. Overall, this textbook provides data based on 

Gini coefficients instead of the income share of the Top 1%, and highlights measurement issues instead 

of discussing issues around globalization, technological change, outsourcing, offshoring, automation, 

and the role of taxes in combating inequality.  
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Ragan (2020) 

 

The Ragan (2020) textbook does not have a separate chapter on inequality. However, it provides a 

discussion on the causes of inequality along with the policies to tackle it. The author presents data on 

the income share of the Top 1% (comprised of CEOs, senior executives, professional entertainers, and 

athletes) and the ratio of the 90th to the 10th percentile income. He mentions that in 2016 the average 

CEO compensation of the 100 highest paid CEOs in Canada was 209 times greater than the pay of the 

average Canadian worker, compared to only 40 in the 1980s (p. 345). He highlights the role of 

globalization, outsourcing of jobs and the role of declining unions, which negatively impact middle class 

workers, reduce their wages, and contribute to inequality. Likewise, he mentions that technological 

change and automation exacerbate inequality, as they increase the demand for high skilled workers 

and reduce the demand for middle skilled workers, who are unable to upgrade their education and skills 

and therefore compete for low skilled jobs that lowers their wages even further.  

 

Ragan does not deflect from inequality to poverty, arguing that the former itself matters for it reduces 

social cohesion, intergenerational social mobility and is harmful to democracy, as the wealthy influence 

government policy. He mentions that some economists argue that high corporate profits are due to 

market power that arises from patents for pharmaceutical companies and network effects for firms like 

Amazon, Facebook, Google, Microsoft, and Apple in the technology sector (pp. 290-291). However, he 

cautions against corporate taxes, stating that the burden usually falls on consumers and workers 

through higher prices, layoffs, and lower wages. This shifting of the corporate tax burden to workers is 

especially important in the context of the gig economy based on contract workers without pension and 

health benefits (p. 345), which means that instead of reducing inequality, such taxes may exacerbate 

it. Overall, he provides information on the income share of the Top 1%, highlights the issues of 

globalization, technological change, outsourcing, declining unions, and corporate power, but cautions 

against corporate taxes to tackle inequality. Another issue is that the topics of inequality and taxation 

are found in separate chapters 14 and 18 instead of being connected in one place. Finally, the 

discussion on wealth taxes is starkly missing. 

 

 

The CORE textbook – Modules on Inequality 

 

The CORE textbook has been promoted by Bowles and Carlin (2020) to change the way economics 

students are taught ECON 101. It is not without its share of criticism, as Earle, Moran, and Ward-Perkins 

(2017) write that it undermines “more fundamental calls for change”, maintains the validity of only one 

perspective, and therefore retains the status quo (pp. 111, 112). Bowles and Carlin (2020) have also 

conceded the complexity of language in the CORE textbook in contrast to the simpler language found 

in Mankiw, Kneebone, and McKenzie (2020). Thus, the capstone module 19 in the CORE textbook, 

which addresses economic inequality, does not seem appropriate for students at the ECON 101 level, 

as it is fraught with information overload especially through graphs with multiple inter linkages, use of 

intermediate concepts like intergenerational elasticity of income and wealth, feasible sets, and marginal 

rate of transformation. Moreover, with such an approach, students get overwhelmed by information 

overload and technical details instead of retaining the key lessons.  

 

Nonetheless, on June 1, 2021, a new module on inequality was introduced on the CORE website 

(Naidu, Sethi, and Thomas, 2021). This module distinguishes inequality of opportunity based on factors 

including income, wealth, education, and neighbourhood, from inequality of outcomes based on talent 

and effort. It highlights that the latter is deemed acceptable for incentivizing productivity but adds that 

extreme inequality of outcome should be reduced. This is because the rich can influence policies in 

their favour and hence economic inequality can be amplified from one generation to the next. 
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Additionally, it delves into data issues and technical details of constructing the Lorenz curve and the 

Gini coefficient. Finally, it distinguishes policies that focus on equality of opportunity, which include the 

minimum wage, supporting unions, and educational access, from policies that focus on taxes and 

transfers to address inequality. Overall, the new CORE module focuses more on distinguishing 

inequality of opportunity from inequality of outcomes, and on technical details of the Lorenz curve and 

the Gini coefficient and less on policies that address economic inequality. As such, even the new 

module, despite its shorter length, does not overcome the issues of information overload and 

unnecessary technical details.  

 

To recapitulate, Mankiw, Kneebone, and McKenzie (2020) focus on poverty instead of inequality, and 

measurement issues and Gini coefficients instead of factors that affect inequality and policies that 

combat inequality. Moreover, a comprehensive discussion on inequality has to be patched from various 

chapters of the textbook, which is also true for Ragan (2020). However, the latter sidelines the role of 

corporate taxes and wealth taxes to address economic inequality. Thus, neither textbook provides a 

comprehensive discussion on economic inequality in one place. Finally, the CORE modules are rife 

with issues of information overload, advanced concepts, technical details, and do not delve into the 

comparison between the policies to combat inequality. Overall, none of the options delve into a 

comparative look at various policies to combat inequality. Moreover, a better way to broach economic 

inequality is through visual media for introductory students and popular books for the relatively 

advanced students. This is because the use of visual media and popular books, which will be 

showcased in Sections 4 and 5 respectively, better facilitate student interest and retention.  

 

 

3. A review of the academic literature 

 

Before showcasing visual media and popular books to introduce economic inequality to ECON 101 

students, it is important to address the criticisms that the harm of inequality is not well demonstrated, 

that entertainment and sports multimillionaire superstars bring us joy, and that the issue is mostly about 

envy. Specifically, in mainstream newspapers, arguments have been made including that “inequality 

did not rise” and that “inequality does not matter” (Grisold and Theine, 2020). Thus, the empirical 

literature is briefly reviewed below to showcase the impact of economic inequality on growth. Moreover, 

academic literature focusing on the U.S. and Canada is briefly reviewed to highlight the point that 

economic inequality has increased in both countries, that it is related to institutional and policy factors, 

and that tax and transfer policies can be used to combat inequality.  

 

 

Review of the empirical literature 

 

Dahlby and Ferede (2013) review the empirical literature to state that early studies with cross-section 

data found that countries with less inequality had faster economic growth. However, they mention that 

studies with better data and econometric techniques found that higher inequality is associated with 

faster economic growth. Similarly, Neves, Silva and Afonso (2016) conducted a meta-analysis of 25 

econometric studies and confirm that cross-section based studies find a negative effect of inequality on 

growth whereas panel studies yield more diverse results. Thus, they conclude that the overall impact 

of inequality on growth is significant both statistically and economically. More recently, Mdingi and Ho 

(2021) conducted a comprehensive literature review to show that the relationship between income 

inequality and economic growth can be negative, positive, or inconclusive. They confirm that early 

empirical studies show a negative relationship between inequality and growth, but that most later 

studies show a positive relationship for high income countries and negative relationship for low income 

countries. They state that early studies use cross-section data and OLS or 2SLS estimations 
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techniques, whereas the later studies use panel data and fixed effects, random effects, or GMM 

estimation methods. Overall, while data issues and variability in estimation methods preclude a clear 

position, the preponderant academic position is shifting towards seriously addressing and combating 

economic inequality, as evident from the following.  

 

 

Addressing and combating economic inequality 

 

Saez (2005) states that in both the U.S. and Canada, the top income share shows a U pattern. Veall 

(2012) states that both globalization and technological change are universal phenomena but the surge 

in the top incomes has been more for U.S. and Canada. He alludes to the increased compensation of 

CEOs through stock options and the high insider trading in Canada to explain the surge in the incomes 

of the top earners. On combating inequality, he mentions public healthcare and education and 

emphasizes the elimination of favourable tax treatment of capital income like stock option deductions. 

Alvaredo, Atkinson, Piketty and Saez (2013) allude to top tax rate cuts and high executive compensation 

to explain inequality. Therefore, they argue that the optimal top tax rate could be set as high as 83%. 

In this regard, Diamond and Saez (2011) argue that tax avoidance and evasion can be mitigated 

through tax base broadening and tax enforcement.  

 

Saez and Zucman (2019) mention that the very wealthy have access to credit even if most of their 

assets are illiquid. They argue that the foundations used by the wealthy to avoid paying taxes should 

also be subjected to the wealth tax. Additionally, they state that the key to successful wealth taxation 

lies in obtaining information from financial institutions that reveal the value of the assets held by the 

wealthy. More recently, Clausing, Saez and Zucman (2021) argue that taxing capital is not only justified 

on equity grounds but also efficiency, as much of capital income is based on rent. They argue for a 

country-by-country minimum tax with the U.S. as a tax collector of the last resort, for then there would 

be no incentives for tax havens to offer lower rates and that they would find it beneficial to increase their 

taxes. Overall, this brief literature feeds into the position taken by Blanchard and Rodrik (2021) to 

combat economic inequality instead of arguing that “we don’t have enough evidence” (p. xx).  

 

To recapitulate, the academic literature shows that economic inequality has increased in both U.S. and 

Canada, that it is related to institutional and policy factors, and that tax and transfer policies can be 

used to combat inequality. However, while data issues and variability in estimation methods preclude a 

clear position on the impact of economic inequality on growth, the preponderant academic position is 

shifting from the argument that “we don’t have enough evidence” and towards seriously addressing and 

combating economic inequality.  

 

 

4. Introducing economic inequality through video clips  

 

Since the Becker and Watts (1996) critique of the chalk and talk method, there has been a surge of 

literature that promotes using video clips and animated cartoons (Al-Bahrani et al., 2016). In this 

context, Knudsen and Duncan (2018) use Disney animations to teach foundational economics 

concepts. They argue that textbook discussions are too hypothetical and that video clips reinforce 

concepts and ideas in a way that traditional pedagogies cannot. Similarly, Mandzik (2022) has 

illustrated ECON 101 concepts through Disney animations including The Little Mermaid, Cinderella, 

and Aladdin. These methods are used to make economic content more relatable (which enhances 

recall) and increase student interest and retention (Acchiardo et al., 2017). Similarly, Dhruv Rathee’s 

videos have been used to broach various topics in a course on Futures Studies and to address climate 

change in ECON 101 (Jahangir, 2022a, b). Thus, for the purpose of this paper, short video clips from 
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the Disney animation, The Princess and the Frog, are used to broach economic inequality, whereas 

Rathee’s video on a nepotism tax is used to highlight combating inequality.  

 

 

Lesson Plan – The Princess and the Frog 

 

There are two video clips from this Disney animation that can be shown to broach the topic of economic 

inequality. It is not necessary for either instructors or students to have seen the entire feature length 

animation to launch a discussion on economic inequality. Both video clips are about 5 minutes or less 

and therefore the time commitment in terms of preparation for instructors and the class time required 

to showcase these clips is low. Thus, instructors, whether they are using a neoclassical textbook, a 

heterodox textbook, or the CORE textbook, do not necessarily have to overhaul their teaching methods 

but merely limit technical details in favour of class discussion based on these clips. Using these clips to 

complement or supplement teaching pedagogy helps instructors go beyond the chalk and talk method 

and facilitates students to become active participants in class instead of passive recipients of 

information. Moreover, it curbs information overload that is found in textbooks including the activity-

based CORE modules and assists in content retention and recall, as students connect better with 

childhood memories and visual stories. Thus, a lesson plan based on these video clips can be 

delineated as follows. It may be noted that the following video clips and pictures can be shown for non-

profit educational purposes in a closed classroom setting (as opposed to public viewing for profit) 

according to fair dealing (in Canada) and fair use (in the U.S.).1 

 

Figure 1: Tiana’s humble home 

 

 
Source: https://www.buzzfeed.com/alifacc/reasons-tiana-best-disney-princess  

Credit: DISNEY 

 

Clip 1: https://www.youtube.com/watch?v=ySmprrDXutw  

Duration: 5:07 minutes 

 
1 See Fair use on YouTube: https://support.google.com/youtube/answer/9783148?hl=en 
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Lesson: This Disney story is set in 1920s New Orleans and shows the contrast between the wealthy 

neighbourhood of Charlotte’s family, for whom Tiana’s mother Eudora works as the help, and Tiana’s 

segregated neighbourhood of working-class black families. The clip can be used to show that poor 

neighbourhoods impede upward social mobility. However, instructors will have to facilitate the 

discussion for the relatively weaker or indifferent students through a series of questions. Sample 

questions and answers are as follows.  

 

1. Compare Charlotte’s room, clothes, means of transportation, and neighbourhood with those of 

Tiana. 

 

Sample answer: Charlotte’s room is packed with many dolls and toys. It is palatial and pink themed. 

Tiana’s mother works as a seamstress and is asked to sew new dresses for Charlotte. Charlotte’s father 

Big Daddy is wealthy, and they live in a neighbourhood with huge mansions that provide privacy to the 

residents. Unlike them, however, Eudora and Tiana travel by public transport back to their 

neighbourhood. The contrast is quite vivid, as the neighborhood scenery changes from palatial 

mansions to humble houses. Tiana’s kitchen is piled up and her room is simple with a single doll and 

few amenities. Moreover, when they make gumbo, they invite the residents of the neighbourhood, who 

are dressed up in working class clothes compared to Big Daddy’s classy suit attire. Thus, the lifestyle 

is less individualistic and more collective. Overall, the clip shows the contrast in the two neighbourhoods 

based on which the likelihood of access to opportunities and upward social mobility can be gauged to 

be much higher for Charlotte than Tiana.   

 

2. In general, what are some of the characteristics of a neighbourhood that impact upward social 

mobility? 

 

Sample answer: Poor neighbourhoods with poor schools and high unemployment reduce the likelihood 

of upward social mobility. This is because the facilities available at such schools are less and the 

teaching staff is poorly paid. Additionally, high unemployment, associated issues of drugs related crime, 

the low level of education of parents and lack of proper social networks impede youth from investing in 

skills that contribute to a better life. On the other hand, those in richer neighbourhoods have access to 

better schools, social networks, and connections that increase their likelihood of obtaining better 

education skills and economic opportunities.  
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Figure 2: Tiana’s working-class job 

 

 
Source: https://d23.com/hop-to-it-five-times-princess-tiana-inspired-us-to-follow-our-dreams/  

Credits: DISNEY 

 

Clip 2: https://www.youtube.com/watch?v=pUk4qEKOz-w 

Duration: 2:37 minutes 

 

Lesson: The second clip shows grown up Charlotte and Tiana. It shows Charlotte as a rich socialite 

with lots of money to splurge and Tiana working double shift as a server. The clip can be used to 

contrast the conspicuous consumption of the wealthy with the credit constraints faced by working class 

entrepreneurs. However, again, instructors will have to facilitate the discussion for the relatively weaker 

or indifferent students through a series of questions. Sample questions and answers are as follows.  

 

1. How has time shaped the economic opportunities of Charlotte and Tiana? 

 

Sample answer: Tiana refuses to go out dancing with friends, as she is hopelessly saving every penny 

to pursue her entrepreneurial dream of opening her own restaurant. Charlotte can throw away enough 

cash to buy beignets to throw a lavish party for a prince. This amount would allow Tiana to pursue her 

dream, but which would have been next to impossible for her to save on her own. This is captured by 

her co-worker telling her that: “you ain’t never gonna get enough for the down payment … You got 

about as much chance of gettin’ that restaurant as I do of winnin’ the Kentucky Derby.” Thus, the 

differences in neighbourhoods in childhood influence the life path and economic opportunities of those 

children when they become adults. Overall, the clip shows that while the rich engage in conspicuous 

consumption, the working-class poor are unable to improve their economic conditions despite working 

very hard and pinching every penny unless they are aided by the patronage of the wealthy.  

 

2. In general, is inequality a serious enough problem to be tackled?  

 

Sample answer: Some believe that the harm of inequality is not well demonstrated and that the issue 

is mostly about envy based on the conspicuous consumption of the rich. However, inequality abounds 
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in the economy based on various socio-economic demographics including race, gender, and 

neighbourhood. Addressing inequality is not just about equity but also efficiency, as the working-class 

entrepreneurs face credit constraints and discrimination. Such workers are already overworked with 

multiple gig economy jobs and therefore are unable to invest in skills, especially if they have family 

obligations like caring for children or senior grandparents. On the other hand, the rich have access to 

social networks and enhance their power further by influencing government policies in their favour or 

by marrying within the same class. This can be noted from the video when Charlotte and Big Daddy 

decide to host Prince Naveen. Thus, with assortative mating, wealth remains concentrated instead of 

flowing to credit constrained workers and this limits upward social mobility and compounds inter-

generational inequality.   

 

 

Lesson Plan – Nepotism Tax 

 

While the video clips from the Princess and the Frog are a great hook to introduce students to the issues 

of upward social mobility, assortative mating, and inter-generational inequality, Dhruv Rathee’s 

relatively longer video at about 17.5 minutes delves into policies to combat inequality. This video has 

received more than a million views, and while it is in Hindi, it is clearly subtitled in English and 

showcases the point that people across the world are serious about combating economic inequality.  

 

Figure 3: Dhruv Rathee – What if nepotism tax exists?  Nov 22, 2021 

 

 
Credits: Dhruv Rathee, YouTube 

Clip 3: https://www.youtube.com/watch?v=dlmg5jNV8Hg  

 

Duration: 17:29 minutes 

 

Lesson: This video goes into the policies that India adopted to combat nepotism, which is about those 

in power favouring their relatives. He mentions that India abolished the real estate tax in 1985, as people 

could avoid it through loopholes and exemptions, but introduced a wealth tax in 2016. Generally, he 

states that a wealth tax can be beneficial as it can fund education, healthcare, and environmental 

initiatives and hence combat inequality. However, he argues that the case for such a tax, which he also 

calls a nepotism tax is dependent on the revenues generated, administration costs, and loopholes. 
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Thus, such a tax is ineffective if the revenue generated is negligible, administration costs are high, or if 

people can avoid paying such taxes through gifts in the absence of a back stop gift tax. Overall, the 

video provides both the pros and cons of the wealth tax in an Indian context and can be used by 

instructors to generate a class discussion based on the following question and sample answer.  

 

1. How can an effective wealth tax (nepotism tax) be instituted? 

 

Sample answer: Based on Saez and Zucman (2019), an effective wealth tax can be instituted by 

obtaining information from financial institutions on the value of the assets held by the wealthy. Moreover, 

the foundations used by the wealthy to avoid paying taxes should also be taxed as a back stop. This is 

akin to the role of the gift tax mentioned in the video. Moreover, based on Clausing, Saez and Zucman 

(2021), various governments can collaborate internationally through a global minimum tax so that there 

would be no incentives for tax havens to offer lower rates and that they would find it beneficial to 

increase their taxes. Overall, the efficacy of a wealth tax is based on information, back stop taxes, and 

international collaboration.  

 

To recapitulate, both video clips from the Disney animation, The Princess and the Frog, can be used to 

generate a class discussion on economic inequality. The time commitment required from instructors is 

minimal but the benefit in terms of eliciting student enthusiasm and interest is high. Similarly, Rathee’s 

video on a nepotism tax can be shown to address combating inequality, although the time commitment 

is slightly higher. Moreover, instructors would have to actively lead class discussions if the student 

cohort is academically weak or indifferent. Yet, given calls for active participation and moving beyond 

the chalk and talk method, all three video clips would elicit less work and confusion compared to the 

information overload and technical details associated with the textbook options reviewed in Section 2.  

 

 

5. Addressing economic inequality through popular books 

 

While Rathee’s video delves into combating inequality and would be sufficient for introductory students, 

instructors may resort to assigning popular books by academics for a book review project or a class 

presentation for the more advanced student cohorts. In this regard, Osberg (2018) stands out in the 

Canadian context along with Piketty (2022) generally. However, instructors who might be averse to the 

single narrative of Osberg or Piketty, would find a lot of material for class discussions through the 

arguments of 29 top experts in Blanchard and Rodrik (2021). This edited collection is both popular and 

academic for while it brings academic voices together, it avoids the use of abstruse mathematics and 

statistics. Thus, the main gist from these books is delineated below, followed by a lesson plan from 

Blanchard and Rodrik (2021). 

 

Osberg (2018) addresses economic inequality in Canada as a pressing issue for its impact on political 

power, financial crises, happiness, economic stability, social problems, and populism. He mentions the 

income and wealth of the Top 1%, the wage stagnation of the middle-class, and the gap between labour 

productivity and real wage growth, to depict economic inequality. He states that the Top 1% instigate 

narratives in their favour through think tanks and policy institutes. Moreover, he states that the Top 1% 

have an incentive to not support public education as it offers equality of opportunity that smothers their 

privilege. Finally, he mentions policies including guaranteed annual income, raising the top tax rates, 

and supporting higher wages to combat economic inequality.  

 

Piketty (2022) is a distillation of two decades of work on economic inequality. He argues that addressing 

climate change necessitates combating inequality. He rejects the neoliberal prescriptions of budget 

austerity, liberalization, deregulation, and free flow of capital. However, he critiques both state socialism 
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and Chinese socialism, and instead supports democratic, decentralized, ecological, and participatory 

socialism that is based on having employees on board of directors, the provision of universal education 

and healthcare, basic income, and guaranteed employment. Overall, he favours wealth and inheritance 

taxes, and taxes on multinational companies and billionaires to allow all the citizens of the world access 

to education and healthcare, based on the argument that the riches of the wealthy are dependent on 

the labour and resources of the poor countries.  

 

Finally, Blanchard and Rodrik (2021) showcase that there is a diversity of opinions in combating 

inequality in terms of whether the emphasis should be on implementing a wealth tax, or educational 

access, and supporting a federal job guarantee or universal basic income. It showcases various 

strategies like strengthening unions, curbing tax incentives for excessive automation, and introducing 

a more effective competition policy on superstar firms. Overall, a main strength of this edited collection 

lies in the convergence of various experts to combat economic inequality albeit through different routes. 

This difference of opinion can be projected by instructors to lead a rich class discussion. Thus, in what 

follows a lesson plan is delineated on combating economic inequality.  

 

 

Lesson Plan – Combating Inequality 

 

Blanchard and Rodrik write in the introduction that while both western Europe and the U.S. experienced 

globalization and technological change, the relatively lower economic inequality in the former may be 

attributed to more progressive taxation, stronger unions and minimum wage laws, generous social 

transfers, and better access to healthcare and education (p. xi, xii). In doing so, they set the stage with 

the list of policies used to combat inequality. A lesson plan based on series of questions around these 

policies is as follows.  

 

1. Is access to education an effective policy to combat inequality? Which of the two perspectives 

seems more persuasive?  

 

Perspective 1: Based on chapter 1 by Lucas Chancel, universal access to high skill education will be 

necessary to curb the impact of automation on inequality (p. 24).  

 

Perspective 2: Based on Ragan (2020), educational access pays off over the long term but does little 

to curb current income inequality, workers may not always be able to upgrade their education and skills, 

and even college graduates are falling victim to long trend inequality (p. 348).  

 

2. Is a wealth tax an effective policy to combat inequality? Which of the two perspectives seems 

more persuasive?  

 

Perspective 1: Based on chapter 15 by Lawrence Summers, the revenue potential of a wealth tax is 

overestimated because of tax avoidance through use of trusts, gifts to charity, and division of assets 

within family members (pp. 145, 146). He adds that wealth taxes failed in Europe, that a wealth tax 

would incentivize philanthropic transfers and increase the influence of the wealthy, and that even a 6% 

wealth tax would not attenuate the ability of the wealthy to make political contributions (pp. 144-148).  

 

Perspective 2: Based on chapter 16 by Emmanuel Saez and chapter 29 by Gabriel Zucman, 

progressive income taxes, estates taxes, and corporate taxes still allow excessive wealth accumulation 

and are not as effective as a wealth tax (pp. 157, 274). Saez mentions that including all assets in a 

comprehensive tax base and aggressive enforcement would prevent tax avoidance and evasion, and 

that any adverse effects of a wealth tax can be mitigated by funnelling tax revenues to education, 
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infrastructure investments, and credit constrained innovators (pp. 153, 158). Likewise, Zucman argues 

that with an exit tax on moving abroad, sharing of information between financial institutions and tax 

authorities, refusing tax competition, and by taxing all assets above a high wealth level, a wealth tax 

can be effectively administered (pp. 272, 273).  

 

3. Is universal basic income an effective policy to combat inequality? Which of the two 

perspectives seems more persuasive?  

 

Perspective 1: Based on chapter 14 by Gregory Mankiw, a case can be made for supporting universal 

basic income funded by a value added tax, as that would not distort the incentive to save and invest 

(pp. 138, 140).  

 

Perspective 2: Based on chapter 22 by William Darity Jr., universal basic income (or the earned income 

tax credit (EITC)) could subsidize the private sector creating bad jobs and that a better option is a 

federal government job guarantee, which would be less inflationary, as it would be linked with actual 

production of goods and services (pp. 215, 216). Similarly, based on chapter 23 by David Ellwood, 

some of the lowest paid jobs with unpredictable work hours and without career progression like 

childcare are most important and therefore making such “bad jobs” good would be a better option (pp. 

223, 224).  

 

4. What are some of the other policies to combat inequality? Which ones seem more persuasive?  

 

Addressing pre-market inequality: Based on chapter 10 by Tharman Shanmugaratnam, rich parents 

can make larger investments in their children and this inequality is perpetuated through socially 

segregated neighbourhoods and schools, and eventually through the job market, where top tier 

employers hire graduates who attended good schools and universities (pp. 100, 103). Thus, combating 

inequality necessitates addressing pre-market inequality in terms of access to quality schools.  

 

Supporting unions: Based on chapter 21 by Richard Freeman, there is an inverse empirical 

relationship between union density and inequality, as unions narrow the pay distribution among 

employees within firms and induce non-unionized firms to copy such settlements (p. 202). Based on 

chapter 24 by Heidi Shierholz, unionized workers are less likely to experience wage theft and not being 

paid overtime rates (pp. 227-230). Finally, based on chapter 12 by Christian Dustmann, strong union 

representation ameliorates job losses, as it incentivizes firms to retrain workers (pp. 117, 121). Thus, 

combating inequality also requires supporting unions especially in the service and care industry where 

workers earn low wages and face variable work hours.  

 

Revisiting policies on superstar firms: Based on chapter 17 by Daron Acemoglu, favourable tax 

treatment of excessive automation should be rolled back, as the business models of the superstar firms 

like Facebook, Amazon, Microsoft, Google, and Netflix do not address the labour displacement effect 

of automation (pp. 166, 168). Similarly, based on chapter 18 by Philippe Aghion, competition policy for 

incumbent superstar firms needs to be rethought, as they can lobby to prevent innovators from entering 

the market (pp. 173-176). Finally, based on chapter 19 by Laura Tyson, payroll taxes should be reduced 

and corporate taxes increased to temper the bias on labour saving investments and R&D credits should 

be revisited, as large companies that shelter away income instead of creating good jobs (pp. 179-180). 

Thus, combating inequality necessitates revisiting policies on superstar firms that exercise market 

power, shelter away income, and automate excessively instead of creating good jobs.  

 

To recapitulate, instructors can facilitate class discussions by assigning various chapters from 

Blanchard and Rodrik (2021) to different student groups that can contrast various policies to combat 
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inequality. Alternatively, they can assign book reviews for presentation projects and ask other student 

groups to offer peer review. The time commitment in both cases would be relatively higher than 

facilitating class discussions based on video clips, as instructors would have to become familiar with 

the books themselves, but then this much is expected to cater for advanced student cohorts. Overall, 

lesson plans based on comparing policies to combat inequality, which is absent in the various textbook 

options reviewed in Section 2, would better elicit student interest and participation.  

 

 

6. Concluding remarks 

 

The objective in the paper is to offer a note on teaching economic inequality to economics students, as 

the topic is not effectively addressed in principles level classes. This note is motivated by rising 

inequality during the COVID pandemic and by calls from student groups in the aftermath of the financial 

crisis to address contemporary issues beyond stylized mathematical models. Three textbook options 

were reviewed to showcase that while they delve into measurement issues and technical details, they 

do not provide a comparative look on policies to combat inequality. Moreover, the CORE textbook that 

has been promoted as an alternative to standard textbooks is fraught with information overload and 

advanced concepts. Likewise, the academic literature was briefly reviewed to emphasize that despite 

data issues and variability in estimation methods that preclude a clear position, the preponderant 

academic position is shifting towards seriously addressing and combating economic inequality. Thus, 

lesson plans based on three video clips and the edited collection by Blanchard and Rodrik (2021) were 

showcased to broach economic inequality for introductory and advanced student cohorts respectively. 

The use of video clips and active class participation follows the trend against the chalk and talk method 

that has been the traditional mode of economics pedagogy. Finally, the use of Disney animation clips 

sustains student interest, retention, and participation more effectively, as students connect with 

childhood memories. Overall, this note highlights the significance of addressing economic inequality at 

the principles level (or at a higher level) instead of relegating the topic to the back of the textbook 

chapters and as a pressing issue to be addressed instead of treating it as an afterthought.  
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The social and economic cohesion of Europe is a vexed issue. Cartography hints at the 

problem. Where Europe ends and other geographies begin seems a mainly arbitrary process, 

dependent on viewing Europe as a peninsula of the larger Afro-Eurasian landmass (something 

you only get to do from space). Though one might say the Atlantic Ocean, the Mediterranean 

Sea and the Ural Mountains create “natural borders”, there is really nothing “natural” about 

delimiting a border. Moreover, “European” has rarely been a designation able to stir deep 

emotion. Its “us and them” has been historically fluid and European identity has typically been 

crosscut with other usually more urgent and visceral ways of defining the self and group. If this 

were not so, then most of Europe’s recorded history would never have happened. Still, we are 

an institution building species and we can, given appropriate circumstances, decide to “make 

things so”.  

 

The idea of Europe and an institutional reality “Europe” are then, works in progress. Muhammad 

Ali Nasir’s Off the Target is a reflection on the political economy of this work in progress. The 

book’s eight chapters decompose into (broadly speaking) three parts. First, a descriptive history 

of European institution formation after WWII and with a particular focus on monetary union. 

Second, a detailed account of the many and varied responses within the EU to the global 

financial crisis (GFC), sovereign debt crisis and pandemic. Third, an analysis of the specific 

problem of cumulative imbalances between the central banks of member states, recorded via 

the “Trans-European Automated Real-Time Gross Settlement Express Transfer System” 

(TARGET2, as it came to be called).  

   

The main thread of argument in the book is a familiar one. The EU is a curious expression of 

bureaucratically bound democracy. European economic integration in general has typically 

involved exceptions and political compromises that render given economic characteristics of 

both cooperation and integration contingent. As the various facets of integration have 

developed, the design of rules and compliance with them have been continually problematic.1 

 
1 “[A]ll the treaties and all the Articles are not only amendable and replaceable but also interpretable 

according to the convenience when and if required” (Nasir 2022:154). “The Global Financial Crisis and 
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This is quite a different issue than having rules which are usefully and productively flexible in 

the face of events. Most notably, European monetary union (since there has been more 

“progress” on this than fiscal union) has been a political project whose reality bears little 

resemblance to the hypothetical conditions of monetary union defined in Robert Mundell’s 

“optimal currency area” (see, Mundell 1961).2 

 

For Nasir (again as with many others), European integration has been an accident waiting to 

happen. This is not to say that the European project is necessarily crisis prone and bound to 

fail, but rather that serious and transformative reform is required. According to Nasir, this is 

underscored by the scale and timing of crisis management since the GFC. If one judges the 

post-GFC period by results, one might make the case that EU members have collectively 

prevented worst case outcomes (in some, but not all instances) but that ultimately the post-

GFC period has been a lost (and long) decade. Nasir explores this in great detail across several 

of the chapters and provides a long discussion of the bewildering range of mechanisms and 

policies that have been applied, taking in their many acronyms. Nasir notes that the EU’s 

kitchen sink commitment to do “everything necessary” in the face of financial instability has 

perpetually involved an asymmetry that has knocked on to the nature of any monetary stimulus.  

 

The central bank (the ECB and the national central banks or NCBs) have in general undertaken 

actions that have supported commercial banks, while doing less to ensure sufficient lending 

occurs and productive investment is financed, to support recovery and growth in economic 

activity across the decade (and into the 2020s). This, of course, is against the backdrop of initial 

post-GFC deleveraging of bank balance sheets (and recapitalisation combined with the 

implementation of Tier capital rules etc.) and a situation of transfer of losses from private to 

public etc. Similarly, fiscal rules and financial market constraints have been a continual drag on 

fiscal stimulus and especially during periods of crisis (albeit the pandemic has been somewhat 

different than previous events), despite that rules have been violated and/or put aside at various 

times. The ultimate point, however, is that a great deal of institution building has helped to 

produce rather than solve problems and policy has been poorly targeted, insufficient in scale 

relative to the problems addressed and has often been withdrawn too soon. The result has 

been comparatively high unemployment, deflation (until recently) in terms of price stability 

targeting at 2%, and slow growth (cumulatively leading to an issue of “secular stagnation”, and 

without, rhetoric notwithstanding, properly addressing the need for massive climate response 

transitions). Nasir nicely captures some of this in the following Figure:  

 

  

 
European Sovereign Debt Crisis magnified the fault lines in the EMU, and its financial institutions and 

infrastructures” (Nasir 2022: 164). See also roadmaps Table 5.2, pp. 188-189; Table 5.3, pp. 192-193. 

2 On fiscal rules issues see also Orphanides (2018). 

http://www.paecon.net/PAEReview/issue104/whole104.pdf
http://www.feedblitz.com/f/f.fbz?Sub=332386


real-world economics review, issue no. 104 
subscribe for free 

 

 92 

Figure 1: Comparative average annual inflation, growth and unemployment during the Lost 

Decade – 2010-2019 

 
 

Source: (Nasir 2022: 221, Fig 6.9; OECD data).  

 

Nasir quotes Wright from 2013: 

 

Based on current policy and its likely effects, we are likely looking at a lost 

European decade of economic stagnation low growth, high unemployment, 

zombie banks and vulnerability to exogenous shocks which will sap Europe’s 

strength, [and] heighten political tensions about the future of the Eurozone and 

European Union… (Wright in Nasir 2022: 227). 

 

Problems with unresolved cumulative processes brings us to Nasir’s interest in TARGET2. One 

of the main formal justifications of European integration has been mutual economic benefit and 

this implies that institutional design ought to promote longer term adjustments and positive 

convergence. However, anyone familiar with EU and Eurozone economics and politics will be 

aware that this has not been the reality. Use over the years of a language of stronger and 

weaker economies and core and periphery simply underscore what is self-evident, and that is 

that there is little sign of this positive convergence.  

 

According to Nasir, TARGET2 is a wholesale payments system. Each commercial bank has a 

reserve account with its national central bank and these NCBs then record flows, which then 

accumulate as imbalances between member states. “If a country has a net TARGET2 liability, 

its banks in total have experienced net outflows of funds to the rest of the Eurozone. 

Conversely, if a country has net TARGET claims, its banks have received a net inflow of funds” 

(Nasir 2022: 229). While the full name from which the TARGET acronym derives states the 

system entails settlement, there is no effective mechanism to settle claims through the ECB. 

As the Figure below indicates, the pattern imbalances have taken is unsurprising: 
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Figure 2: TARGET2 imbalances over two decades – Net claims on Euro system 2001-2020  

 

 

Source: (Nasir 2022: 232, Fig. 7.2; various data sources).  

 

Nasir states: 

 

There is no set maturity or settlement deadline for the intra-Euro system 

claims; in fact, the TARGET2 liabilities are honoured by making interest 

payments. The payments are collected and redistributed by ECB to the central 

banks with positive TARGET2 balances. This is an important aspect as it 

means that a creditor country cannot force a debtor country to pay back, and 

the creditor will have to live on an interest rate which could be zero or even 

negative in real terms. (Nasir 2022: 235) 

 

Nasir notes analysts suggest there has been, amongst other things, a “passive monetisation” 

behind the scenes (the ECB has effectively financed deficits in the face of capital flight etc.). 

TARGET2 then, is a symptom of some problems and a cause of others. Nasir discusses some 

specific solutions to TARGET2 imbalances (caps, limiting refinancing operations) and orients 

on three (see Nasir 2022: 260), of which he prefers the last (elaborated over Nasir 2022: 261-

265). The banknote allocation system provides an opportunity to apply a variation on its 

purpose, which essentially takes the form of an adjustment to the monetary base using 

member’s capital key-weights to settle claims. According to Nasir, this “creates liquidity at the 

country level”, provides “fiscal space” and encourages investment (and Nasir spends some 

time discussing chronic problems of low investment across the EU, including in Germany). 

Clearly, Nasir is thinking in terms of avoiding adjustment policies that depend on deflation and 

unemployment (and which have been observed to fail). War in Ukraine, weaponization of 
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energy and accelerating inflation have, however, changed the context of any future 

implementation, but not the underlying need for reform and productive investment.3  

 

In any case, Nasir’s solution begs further fundamental structural changes… and the book 

comes to a close with some discussion of whether the pandemic is yet another crisis liable to 

exacerbate Europe’s ingrained problems or will offer opportunities to solve them (and he 

suggests the Green New Deal was at the time of writing lacking adequate finance – a rather 

different issue than whether in fact sufficient account was being taken of economic activity at 

scale and an economy’s underlying capital accumulating processes). Broadly speaking, the 

book contains a lot of useful material and warrants use as a reference source based on its 

detailed account of European institutions and mechanisms. It is, however, quite dense and best 

read in parts. One might need some fortitude in order to cope with the poor copyediting and 

idiosyncratic language use (the author is definitely not going to win any literary awards). 

Moreover, while long, the book is quite light on explanations of causes of financial crisis and on 

background theory and disputes that affect how issues are framed, including structural reform.  

 

The author is a member of the Post-Keynesian Economics Society (PKES) and at times quotes 

from Keynes and Marc Lavoie, as well as Barry Eichengreen (e.g. Nasir 2022: 222, 243-244, 

246, 256), so perhaps one can infer some positions, but the book is best read in conjunction 

with work which provides a number of supplementary things (something that by no means 

requires Nasir to be a proponent of any suggested work). First a theory of money and its role. 

One might note, “The history of capitalism may well be written as a chronicle of its recurrent 

monetary and financial crises which successively reopen unresolved debates on the nature and 

role of money” (Ingham et al. 2016: 1).4 Second, as most Post-Keynesian’s aver, (and as I was 

reminded recently with the sad death of Victoria Chick)5 a framework able to make sense of 

complex endogenous process (since this surely stands behind institution building and its 

cumulative problems). As she notes “economics is always a creature of time and place” and 

theory and our relation to given theory must account for this (Chick 2018: 1).  As Sheila Dow 

puts it, “a non-mainstream ontology of complex interconnectedness within an evolving social 

system requires conceptual interconnectedness for its analysis, employing a political economy 

approach” (Dow 2017: 1539). Third, critical work regarding particular issues of European 

monetary and fiscal policy and trends. Over the years Real-World Economics Review has 

published various essays on Europe and member states.6 Fourth, work that provides a broader 

framework to make sense of fundamental changes in the world, which then also influence key 

institutions in Europe. For example, critical macro finance tries to offer this framework and within 

it explores issues such as the role of central banking as part of a complex finance system 

(moving since the GFC, as Benjamin Braun and Daniela Gabor, among others, argue, well 

 
3 See, for example, Merijn Knibbe (drawing on Keynes) on the recent liquidity crunch in the EU related to 

interest rates, inflation policy and demand for money: https://rwer.wordpress.com/2023/03/31/modern-

monetary-statistics/#more-44011 See also Blair Fix “Inflation! The battle between creditors and workers.” 

https://rwer.wordpress.com/2023/03/24/weekend-read-inflation-the-battle-between-creditors-and-

workers/ And Lars Syll “On fighting inflation.” https://rwer.wordpress.com/2023/03/21/on-fighting-inflation/  

4 See also, for example, Huber (2017); Dow (2020); Wray et al (2023). 

5 See Chick (1973, 1983). Visit: https://www.ineteconomics.org/perspectives/blog/victoria-chick-1936-

2023  

6 See, for example, Beker (2013); Buzaglo (2011); Hanappi (2020); Häring (2020); Hillinger (2015); 

Holtham (2020); Karagiannis and Kondeas (2012); Koratzanis and Pierros (2017); Palley (2014, 2017); 

Skouras (2016); Ugarteche (2014); Vernengo and Pérez-Caldentey (2012). 
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beyond lender of last resort).7 This kind of work highlights the democratic contradictions 

inherent to the European project (see, for example, Klooster 2022).8  Finally, work which sees 

its task as offering a greater sweep of imagination regarding possibilities in the world. For 

example, projects like DiEM25 or the “Global Keynesianism” of Heikki Patomäki in his The 

Great Eurozone Disaster and more recent Disintegrative Tendencies in Global Political 

Economy (Patomäki 2012, 2018).9  
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Most readers will agree with Wilkinson and Pickett that inequality has reached “grotesque 

levels” (2022). The scholarly use of such an extreme adjective is indicative of the extent to 

which the distribution of  wealth, income, and privilege has become a severe socio-economic, 

political, and cultural obstacle to a good life for a goodly share of the population. Moreover, it 

poses a threat to the future of democracy as a viable political system. Put another way, it has 

become an all-encompassing cancer on Western Civilization. Jon Wisman, recipient of the 

the 2023 Veblen-Commons Award, of the Association for Evolutionary Economics, recognizes 

that the Gini coefficient is not a benign economic parameter; instead, beyond a critical level it 

can become a most destructive socio-economic force, discharging an immense amount of 

venom into the social and political system (Komlos 2023a). Thus, inequality should not be 

treated cavalierly as it was in my graduate-school days at the University of Chicago. In fact, 

Wisman suggests that it is a main driving force throughout history and rightly so, since  

inadequately controlled accumulation of wealth, income, and privilege has created so many 

confrontations and conflagrations within and across societies. Many revolutions were about 

poverty and coveting the neighbors’ garden also led to many wars as we are witnessing in 

Ukraine. The political implications of inequality is one of the main leitmotivs of the book.  

 

Another is that economic and political inequality began with the rise of the state and civilization 

in Mesopotamia. This innate tendency of human societies toward inequality has been 

recognized as far back as Plato —  and is a recurring critical issue in political philosophy. But 

Wisman’s book is novel in that it grounds inequality in the dynamics of evolutionary biology, or 

more specifically, in the dynamics of sexual selection, to be discussed below. 

 

The state arose in wake of the Neolithic agricultural revolution as metallurgy and military 

organization enabled a warrior elite to take ownership and control of productive wealth, mostly 

in the form of land, forcing all others to work with their property. The slaves, serfs, indebted 

peasants, and wage workers did so. The surplus beyond subsistence was expropriated by 

elites. Religion evolved to legitimate this extreme inequality, presenting the rulers as 

possessing divine rights to rule or even being demi-gods themselves. Sacred doctrines 

depicted the prevailing world as it must be. So, deprivation, including relative deprivation, is as 

old as history itself: in some societies the haves included the aristocracy of birth that was 

replaced in capitalism with the Robber Barons and by the Lords of Wall Street. The half-century 
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reversal of this trend in the U.S. sandwiched between Franklin D. Roosevelt and Ronald 

Reagan—when income inequality receded because the “ideology of the elite [was] adequately 

delegitimated”—should be considered an anomaly (p. 453). 

 

The fundamental driving force behind the persistence of inequality, the author stresses, is the 

biological processes associated with evolution because having more of everything was simply 

adaptive and a distinct advantage in sexual competitiveness. From a neo-Darwinian 

perspective, the author argues convincingly that evolution selected those who were 

competitively successful as more likely to survive, reproduce, and succeed in passing on their 

genes to their offspring.  

 

However, for the first 97 percent of our species’ history, humans did not compete for status by 

amassing economic and political power and thus such inequality cannot be viewed as socially 

necessary. Such competition was proscribed because it would be destructive of these societies’ 

collective well-being. Instead, their rules of the game compelled them to compete in other 

manners beneficial to the community, such as by being good warriors, good hunters and 

gatherers, being generous, kind, smart, and artistic.  That  is, competition was channeled into 

expressions beneficial to the community. However, with the rise of the state, reproductive 

success and the aphrodisiac properties of status, wealth, and power through sexual selection 

came to hold the keys to the understanding the tendency of societies to become economically 

and politically unequal. Reproductive success meant that the heritable traits to be competitive 

were adaptive through natural selection. With the rise of the state,  power and wealth provided 

high status that enhanced the individual’s chances to survive and pass on their genes. Since 

these genes were heritable, the genes that governed the acquisitive nature of the human 

species became dominant in human populations. Status made a person more attractive to 

potential mates because those with power, status, and wealth were much more likely to 

withstand the vicissitudes of life and care for their offspring. Evolution selected for greed in 

human populations. 

 

Obviously, sexual competition would have torn societies asunder if social institutions – the rules 

of the game – did not constrain competition within manageable limits. That is, stable societies 

required constraints, i.e., institutional and cultural guardrails. Nevertheless, extreme inequality 

could exist within these guardrails. And a narrative, an ideology was needed to provide an 

intangible glue to make the people feel that they belong together and are willing to sacrifice 

some of their natural freedoms for the advantages afforded by the safety of living peacefully 

within a community. Ideology played a major role in inculcating the idea that the norms, laws, 

and expectations in the society were fair and just, because it explained to those at the lower 

end of the distribution of wealth, income, and privilege why those at the top belong at the top: 

“Manipulating humans’ innate sense of fairness is the essence of ideology. Ideology hoodwinks 

the losers into seeing conditions that are contrary to their best interests as fair and just” (p. 

450).  

 

Thus, the dominant ideology maintained the system that produced the inequality by affirming a 

narrative that legitimized the distribution of income, wealth, and privilege by convincing the 

lower echelons of the society that the system was fair and inculcating them to exercise 

“deference to the views held by elites” (p. 4). That narrative is currently so powerful that even 

the 2008 financial crisis, that clearly falsified the contemporary ideology of neoliberalism, 

compelling even archconservative Alan Greenspan to admit that he had “made a mistake” in 
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believing in it, did not lead to a substantial challenge to this ideology, much less to its universal 

refutation (Komlos 2023b, p. 1).  

 

Luckily, evolution also selected for another human characteristic, namely the sense of fairness. 

That trait was also adaptive from an evolutionary perspective because insofar as the dominant 

ideology was considered fair those who failed to observe the laws, norms, and rules prescribed 

by that narrative were ostracized and ejected from the community. Thus, those who adhered to 

the rules of fairness were more likely to survive and to pass on their genes to their offspring. 

Consequently,--and this is another important point,--humans are hardwired for both status 

seeking and for having a sense of fairness. Thus, both Charles I and Louis XVI considered it 

unfair that their divine rights were being questioned and were willing to sacrifice their lives rather 

than concede to the alternative narrative. History is replete with such examples of strong 

adherence to the current narrative.   

 

So, politics was born in order to adjudicate between these two competing human 

characteristics—a sense of fairness and the propensity to acquire as much as feasible within 

the institutional framework—and the way this worked itself out through the ages is the essence 

of history as well as our present dilemma. Inequality vs fairness is the fundamental and 

persistent problem of humanity. The acquisition of power on the one hand and the communal 

limits on that power on the other is the role of politics and the institutions that it begets in order 

to regulate that competition. The political system provides some limits on competition and the 

adherence to these constraints is considered fair. Thus, the human specie’s moral codex was 

also adaptive. The Code of Hammurabi, nearly four thousand years ago specified that the king’s 

task was to “to prevent the strong from oppressing the weak,”1 even if that is precisely what 

they have done ever since. 

 

In sum, our biology condemns the human race to be competitive and acquisitive and only with 

concerted effort to build institutions that can fine tune the impact of its innate nature could it 

succeed in containing rent-seeking and creating a more “egalitarian future”. These 

interdisciplinary arguments are presented in great detail with many innovative ideas. This large-

vision book deserves to be read by anyone interested in the nature and rise of inequality; in 

other words, it should be on all of our bookshelves in easy reach. 
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Lars Pålsson Syll is professor of social science and associate professor of economic history at 

Malmö University. He is likely familiar to readers from his many posts on his popular blog site 

(which is also carried on the Real-World Economics blog site), his previous book published in 

the World Economics Association Book Series, On the use and misuse of theories and models 

in mainstream economics (Syll 2016), and for his occasional contributions to Real-World 

Economics Review (e.g. Syll 2014).1 Syll has written widely on the continuing relevance of 

Keynes, the work of post Keynesians and on MMT, but is perhaps best known for his critical 

realist informed critique of the methodology of mainstream economics, and especially the use 

of mathematical models and econometrics (see the interview Syll and Morgan 2019).   

 

His new book consists in an introduction (drawn from Syll 2023a), which sets out the main 

aspects of Syll’s approach to methodology and his general diagnosis of the state of mainstream 

economics, followed by six further chapters, each providing a methodological critique of an 

important aspect of the mainstream. A couple of quotes from the introduction provide a flavour 

of the book. 

 

Economic theories always build – consciously or unconsciously – on 

methodological positions. The question is therefore not whether economists 

should deal with methodology or not, but rather how it should best be done. 

Methodological analysis is both desirable and inevitable in economic science. 

(Syll 2023b: 5) 

 

For a realist, it is necessary to try to find assumptions in theories that are 

practically relevant and that work and are consistent even in other contexts 

and with other known knowledge and practices. Theories should be robust and 

able to explain studied events by indicating what caused them, not just logically 

deducible. Explanation and prediction of economic phenomena require theory 

 
1 For further information visit: https://mau.se/en/persons/lars.palsson-syll/ 
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For access to Syll’s blog visit: https://larspsyll.wordpress.com/ and 

https://rwer.wordpress.com/author/lulapa/  
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construction, and seeking event correlations is therefore not enough. One must 

simply ‘get beneath the surface’ and see the underlying structures and 

generative mechanisms that explain the economic system. (Syll 2023b: 8) 

 

Sometimes it is argued that the use of formal models is good because they can 

guarantee logical consistency, force explicit assumptions, enable a 

concentrated representation, and facilitate communication among 

researchers. This may be true, but one should not forget that these advantages 

often lead to simplicity and mathematical elegance replacing explanatory 

power, that the models give rise to counterintuitive and paradoxical results, and 

that the desire for formalization can become an end in itself. (Syll 2023b: 11)   

 

For Syll, the real world economy is open, emergent, complex, and continually changing. 

Mainstream economics by contrast typically adopts methods and builds models which assume 

a closed system of atomistic individuals (from which one can build up an economy by 

aggregation). Modelling has become “the message” or an end in itself, an “iron cage” restricting 

how the world is investigated. While he is not anti-mathematics he highlights the simplistic tacit 

beliefs in economics (Syll 2023: 13): 

 

• “math is the only valid tool” 

• “math is always and everywhere self-evidently applicable” 

• “math is all that really counts” 

• “if it’s not in math, it’s not really economics” 

• “almost everything can be adequately understood and analyzed with math”   

 

And suggests “Science should not be reduced to substanceless fictional storytelling. This has 

been going on for far too long in economics” (Syll 2023b: 18). The chapters that follow explore 

the highlighted issues and interweave comment on his various prescriptions to help fix the 

mainstream.  

 

The outcome is a sad story for modern economics. Despite its pretensions the mainstream 

failed to predict, has failed to adequately explain, and continues to fail to appropriately diagnose 

solutions for the major economic crises of the 21st century: from the Dot-Com collapse of 2001-

2, to the financial crisis of 2008-10 and most recently Covid19 and its aftermath. Syll 

demonstrates that very little if anything has changed with regard to economic methodology in 

the dominant mainstream textbooks and models (theoretical or applied). Accordingly, he 

concluded: whether one looks to macroeconomics, econometrics or even game theory, while 

concepts have diversified and modelling has developed, the underlying methodological 

problems have stayed essentially the same.   

 

Overall, Syll’s book is a timely update of the debate on the absence of methodological 

considerations in mainstream economics, which has been fermenting since at least Mark 

Blaug’s The Methodology of Economics (Blaug 1980). While Blaug was not 40 years ago as 

critical as Syll, he became, as formalism developed in the 1990s, more critical of the overuse 

of mathematics in economic analysis and famously stated, “Modern economics is sick. 

Economics has increasingly become an intellectual game played for its own sake and not for 

its practical consequences” (Blaug 2002: 36). Syll, building on insights first set out in Roy 

Bhaskar’s A Realist Theory of Science (Bhaskar 1975) and following Tony Lawson’s Economics 
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and Reality (Lawson 1997) and many subsequent works, is part of a long tradition of criticism 

of deductivism as the basis of theory and as a guide for policy.  

 

Having read Syll’s book, one cannot avoid wondering how it is that modern mathematical 

economics still holds such a dominant position in terms of textbooks and economic practice. 

This is especially so if you consider two things: 

 

First, if one peruses the shelves of economic literature of any major bookstore (in London or 

even Copenhagen), it is clearly books written by dissenting economists which dominate the 

shelves devoted to the general interested reader: Ha-Joon Chang, Yanis Varoufakis, Robert 

Skidelsky, Mariana Mazzucato, Stephanie Kelton, Kate Raworth etc. Many of the more popular 

books (besides the Freakonomics type works) focus on “what’s wrong with economics?”.  Yet 

the textbook shelves are dominated by mainstream works. Pause for thought!  

 

Second, during all of the major 21st century crises mainstream models and predictions have 

typically failed and the policy prescriptions built from them have often been suspended by 

policymakers, forcing them to improvise. This has happened without widespread objection from 

mainstream economists. It is odd that the mainstream seems so unaffected by this and even 

odder that they continue to offer advice and analysis from the very same toolbox that failed in 

a number of fatal cases. Pause for thought!  

 

Syll’s book belongs with the popular authors in the first of these two conjectures, but is an 

important guide to the second.  
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